exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of most corporations).”

Reduction of understatement for certain positions

For purposes of determining whether a substantial understatement penalty applies, the
amount of any understatement generally is reduced by any portion attributable to an item if (1)
the treatment of the item is supported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed and there was a reasonable basis for its tax
treatment. "’

The Secretary is required to publish annually in the Federal Register a list of positions for
which the Secretary believes there is not substantial authority and which affect a significant
number of taxpayers.”’

House Bill
No provision.

Senate Amendment

Definition of substantial understatement

The Senate amendment modifies the definition of “substantial” for corporate taxpayers.
Under the Senate amendment, a corporate taxpayer has a substantial understatement if the
amount of the understatement for the taxable year exceeds the lesser of (1) 10 percent of the tax
required to be shown on the return for the taxable year (or, if greater, $10,000), or (2) $10
million.

Reduction of understatement for certain positions

The Senate amendment elevates the standard that a taxpayer must satisfy in order to
reduce the amount of an understatement for undisclosed items. With respect to the treatment of
an item whose facts are not adequately disclosed, a resulting understatement is reduced only if
the taxpayer had a reasonable belief that the tax treatment was more likely than not the proper
treatment. The Senate amendment also authorizes (but does not require) the Secretary to publish
a list of positions for which it believes there is not substantial authority or there is no reasonable
belief that the tax treatment is more likely than not the proper treatment (without regard to
whether such positions affect a significant number of taxpayers). The list shall be published in
the Federal Register or the Internal Revenue Bulletin.

¥ Sec. 6662(a) and (d)(1)(A).
% Sec. 6662(d)(2)(B).

9 Sec. 6662(d)(2)(D).
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Effective date
The provision is effective for taxable years beginning after date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

6. Tax shelter exception to confidentiality privileges relating to taxpayer communications
(sec. 306 of the Senate amendment and sec. 7525 of the Code)

Present Law

In general, a common law privilege of confidentiality exists for communications between
an attorney and client with respect to the legal advice the attorney gives the client. The Code
provides that, with respect to tax advice, the same common law protections of confidentiality that
apply to a communication between a taxpayer and an attorney also apply to a communication
between a taxpayer and a federally authorized tax practitioner to the extent the communication
would be considered a privileged communication if it were between a taxpayer and an attorney.
This rule is inapplicable to communications regarding corporate tax shelters.

House Bill
No provision.

Senate Amendment

The Senate amendment modifies the rule relating to corporate tax shelters by making it
applicable to all tax shelters, whether entered into by corporations, individuals, partnerships, tax-
exempt entities, or any other entity. Accordingly, communications with respect to tax shelters
are not subject to the confidentiality provision of the Code that otherwise applies to a
communication between a taxpayer and a federally authorized tax practitioner.

Effective date.—The provision is effective with respect to communications made on or
after the date of enactment.

Conference Asreement

The conference agreement does not include the Senate amendment provision.

50



7. Disclosure of reportable transactions by material advisors (secs. 307 and 308 of the
Senate amendment and secs. 6111 and 6707 of the Code)

Present Law

Registration of tax shelter arrangements

An organizer of a tax shelter is required to register the shelter with the Secretary not later
than the day on which the shelter is first offered for sale.” A “tax shelter” means any investment
with respect to which the tax shelter ratio” for any investor as of the close of any of the first five
years ending after the investment is offered for sale may be greater than two to one and which is:
(1) required to be registered under Federal or State securities laws, (2) sold pursuant to an
exemption from registration requiring the filing of a notice with a Federal or State securities
agency, or (3) a substantial investment (greater than $250,000 and at least five investors).”

Other promoted arrangements are treated as tax shelters for purposes of the registration
requirement if: (1) a significant purpose of the arrangement is the avoidance or evasion of
Federal income tax by a corporate participant; (2) the arrangement is offered under conditions of
confidentiality; and (3) the promoter may receive fees in excess of $100,000 in the aggregate.”

In general, a transaction has a “significant purpose of avoiding or evading Federal income
tax” if the transaction: (1) is the same as or substantially similar to a “listed transaction,”” or (2)
1s structured to produce tax benefits that constitute an important part of the intended results of the
arrangement and the promoter reasonably expects to present the arrangement to more than one
taxpayer.”” Certain exceptions are provided with respect to the second category of transactions.”®

An arrangement is offered under conditions of confidentiality if: (1) an offeree has an
understanding or agreement to limit the disclosure of the transaction or any significant tax

2 Sec. 6111(a).

» The tax shelter ratio is, with respect to any year, the ratio that the aggregate amount of
the deductions and 350 percent of the credits, which are represented to be potentially allowable
to any investor, bears to the investment base (money plus basis of assets contributed) as of the
close of the tax year.

* Sec. 6111(c).
% Sec. 6111(d).
% Treas. Reg. sec. 301.6111-2(b)(2).
7 Treas. Reg. sec. 301.6111-2(b)(3).

% Treas. Reg. sec. 301.6111-2(b)(4).
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features of the transaction; or (2) the promoter knows, or has reason to know that the offeree’s
use or disclosure of information relating to the transaction is limited in any other manner. »

Failure to register tax shelter

The penalty for failing to timely register a tax shelter (or for filing false or incomplete
information with respect to the tax shelter registration) generally is the greater of one percent of
the aggregate amount invested in the shelter or $500." However, if the tax shelter involves an
arrangement offered to a corporation under conditions of confidentiality, the penalty is the
greater of $10,000 or 50 percent of the fees payable to any promoter with respect to offerings
prior to the date of late registration. Intentional disregard of the requirement to register increases
the penalty to 75 percent of the applicable fees.

Section 6707 also imposes (1) a $100 penalty on the promoter for each failure to furnish
the investor with the required tax shelter identification number, and (2) a $250 penalty on the
investor for each failure to include the tax shelter identification number on a return.

House Bill
No provision.

Senate Amendment

Disclosure of reportable transactions by material advisors

The Senate amendment repeals the present law rules with respect to registration of tax
shelters. Instead, the Senate amendment requires each material advisor with respect to any
reportable transaction (including any listed transaction)'”' to timely file an information return
with the Secretary (in such form and manner as the Secretary may prescribe). The return must be
filed on such date as specified by the Secretary.

The information return will include (1) information identifying and describing the
transaction, (2) information describing any potential tax benefits expected to result from the
transaction, and (3) such other information as the Secretary may prescribe. It is expected that the

® The regulations provide that the determination of whether an arrangement is offered
under conditions of confidentiality is based on all the facts and circumstances surrounding the
offer. If an offeree’s disclosure of the structure or tax aspects of the transaction are limited in
any way by an express or implied understanding or agreement with or for the benefit of a tax
shelter promoter, an offer is considered made under conditions of confidentiality, whether or not
such understanding or agreement is legally binding. Treas. Reg. sec. 301.6111-2(c)(1).

10 Sec. 6707.

"' The terms “reportable transaction” and “listed transaction” have the same meaning as
previously described in connection with the taxpayer-related provisions.
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Secretary may seek from the material advisor the same type of information that the Secretary
may request from a taxpayer in connection with a reportable transaction. 102

A “material advisor” means any person (1) who provides material aid, assistance, or
advice with respect to organizing, promoting, selling, implementing, or carrying out any
reportable transaction, and (2) who directly or indirectly derives gross income in excess of
$250,000 ($50,000 in the case of a reportable transaction substantially all of the tax benefits from
which are provided to natural persons) for such advice or assistance.

The Secretary may prescribe regulations which provide (1) that only one material advisor
has to file an information return in cases in which two or more material advisors would otherwise
be required to file information returns with respect to a particular reportable transaction, (2)
exemptions from the requirements of this section, and (3) other rules as may be necessary or
appropriate to carry out the purposes of this section (including, for example, rules regarding the
aggregation of fees in appropriate circumstances).

Penalty for failing to furnish information regarding reportable transactions

The Senate amendment repeals the present law penalty for failure to register tax shelters.
Instead, the Senate amendment imposes a penalty on any material advisor who fails to file an
information return, or who files a false or incomplete information return, with respect to a
reportable transaction (including a listed transaction).'” The amount of the penalty is $50,000.
If the penalty is with respect to a listed transaction, the amount of the penalty is increased to the
greater of (1) $200,000, or (2) 50 percent of the gross income of such person with respect to aid,
assistance, or advice which is provided with respect to the transaction before the date the
information return that includes the transaction is filed. Intentional disregard by a material
advisor of the requirement to disclose a listed transaction increases the penalty to 75 percent of
the gross income.

The penalty cannot be waived with respect to a listed transaction. As to reportable
transactions, the penalty can be rescinded (or abated) only in exceptional circumstances.'® All
or part of the penalty may be rescinded only if: (1) the material advisor on whom the penalty is
imposed has a history of complying with the Federal tax laws, (2) it is shown that the violation is
due to an unintentional mistake of fact, (3) imposing the penalty would be against equity and
good conscience, and (4) rescinding the penalty would promote compliance with the tax laws
and effective tax administration. The authority to rescind the penalty can only be exercised by
the Commissioner personally or the head of the Office of Tax Shelter Analysis; this authority to

192 See the previous discussion regarding the disclosure requirements under new section
6707A.

3 . . . .
' The terms “reportable transaction” and “listed transaction” have the same meaning as

previously described in connection with the taxpayer-related provisions.

"% The Secretary’s present-law authority to postpone certain tax-related deadlines
because of Presidentially-declared disasters (sec. 7508A) will also encompass the authority to
postpone the reporting deadlines established by the provision.
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rescind cannot otherwise be delegated by the Commissioner. Thus, the penalty cannot be
rescinded by a revenue agent, an Appeals officer, or other IRS personnel. The decision to
rescind a penalty must be accompanied by a record describing the facts and reasons for the action
and the amount rescinded. There will be no right to appeal a refusal to rescind a penalty. The
IRS also is required to submit an annual report to Congress summarizing the application of the
disclosure penalties and providing a description of each penalty rescinded under this provision
and the reasons for the rescission.

Effective date

The Senate amendment requiring disclosure of reportable transactions by material
advisors applies to transactions with respect to which material aid, assistance or advice is
provided after the date of enactment. The Senate amendment imposing a penalty for failing to
disclose reportable transactions applies to returns the due date for which is after the date of
enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

8. Investor lists and modification of penalty for failure to maintain investor lists (secs. 307
and 309 of the Senate amendment and secs. 6112 and 6708 of the Code)

Present Law
Investor lists

Any organizer or seller of a potentially abusive tax shelter must maintain a list identifying
each person who was sold an interest in any such tax shelter with respect to which registration
was required under section 6111 (even though the particular party may not have been subject to
confidentiality restrictions).'® Recently issued regulations under section 6112 contain rules
regarding the list maintenance requirements. ' In general, the regulations apply to transactions
that are potentially abusive tax shelters entered into, or acquired after, February 28, 2003. 107

The regulations provide that a person is an organizer or seller of a potentially abusive tax
shelter if the person is a material advisor with respect to that transaction.'™ A material advisor is
defined any person who is required to register the transaction under section 6111, or expects to

"% Sec. 6112.
1% Treas. Reg. sec. 301-6112-1.

197" A special rule applies the list maintenance requirements to transactions entered into
after February 28, 2000 if the transaction becomes a listed transaction (as defined in Treas. Reg.
1.6011-4) after February 28, 2003.

"% Treas. Reg. sec. 301.6112-1(c)(1).
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receive a minimum fee of (1) $250,000 for a transaction that is a potentially abusive tax shelter if
all participants are corporations, or (2) $50,000 for any other transaction that is a potentially
abusive tax shelter.'” For listed transactions (as defined in the regulations under section 6011),
the minimum fees are reduced to $25,000 and $10,000, respectively.

A potentially abusive tax shelter is any transaction that (1) is required to be registered
under section 6111, (2) is a listed transaction (as defined under the regulations under section
6011), or (3) any transaction that a potential material advisor, at the time the transaction is
entered into, knows is or reasonably expects will become a reportable transaction (as defined
under the new regulations under section 6011). Ho

The Secretary is required to prescribe regulations which provide that, in cases in which two or
more persons are required to maintain the same list, only one person would be required to
maintain the list.""’

Penalty for failing to maintain investor lists

Under section 6708, the penalty for failing to maintain the list required under section
6112 is $50 for each name omitted from the list (with a maximum penalty of $100,000 per year).

House Bill
No provision.

Senate Amendment

Investor lists

Each material advisor' ' with respect to a reportable transaction (including a listed
transaction)' " is required to maintain a list that (1) identifies each person with respect to whom
the advisor acted as a material advisor with respect to the reportable transaction, and (2) contains
other information as may be required by the Secretary. In addition, the Senate amendment
authorizes (but does not require) the Secretary to prescribe regulations which provide that, in
cases in which 2 or more persons are required to maintain the same list, only one person would
be required to maintain the list.

1% Treas. Reg. sec. 301.6112-1(c)(2) and (3).
"% Treas. Reg. sec. 301.6112-1(b).
" Sec. 6112(c)(2).

"2 The term “material advisor” has the same meaning as when used in connection with
the requirement to file an information return under section 6111.

"3 The terms “reportable transaction” and “listed transaction” have the same meaning as
previously described in connection with the taxpayer-related provisions.
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Penalty for failing to maintain investor lists

The Senate amendment modifies the penalty for failing to maintain the required list by
making it a time-sensitive penalty. Thus, a material advisor who is required to maintain an
investor list and who fails to make the list available upon written request by the Secretary within
20 business days after the request will be subject to a $10,000 per day penalty. The penalty
applies to a person who fails to maintain a list, maintains an incomplete list, or has in fact
maintained a list but does not make the list available to the Secretary. The penalty can be waived
if the failure to make the list available is due to reasonable cause.'"

Effective date

The Senate amendment requiring a material advisor to maintain an investor list applies to
transactions with respect to which material aid, assistance or advice is provided after the date of
enactment. The Senate amendment imposing a penalty for failing to maintain investor lists
applies to requests made after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

9. Actions to enjoin conduct with respect to tax shelters and reportable transactions
(sec. 310 of the Senate amendment and sec. 7408 of the Code)

Present Law

The Code authorizes civil action to enjoin any person from promoting abusive tax
shelters or aiding or abetting the understatement of tax liability.'"

House Bill
No provision.

Senate Amendment

The Senate amendment expands this rule so that injunctions may also be sought with
respect to the requirements relating to the reporting of reportable transactions''® and the keeping
of lists of investors by material advisors.'” Thus, under the Senate amendment, an injunction
may be sought against a material advisor to enjoin the advisor from (1) failing to file an

"% In no event will failure to maintain a list be considered reasonable cause for failing to
make a list available to the Secretary.

" Sec. 7408.
"% Sec. 6707, as amended by other provisions of this bill.

"7 Sec. 6708, as amended by other provisions of this bill.
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information return with respect to a reportable transaction, or (2) failing to maintain, or to timely
furnish upon written request by the Secretary, a list of investors with respect to each reportable
transaction.

Effective date.—The provision is effective on the day after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

10. Understatement of taxpayer’s liability by income tax return preparer (sec. 311 of the
Senate amendment and sec. 6694 of the Code)

Present Law

An income tax return preparer who prepares a return with respect to which there is an
understatement of tax that is due to a position for which there was not a realistic possibility of
being sustained on its merits and the position was not disclosed (or was frivolous) is liable for a
penalty of $250, provided that the preparer knew or reasonably should have known of the
position. An income tax return preparer who prepares a return and engages in specified willful
or reckless conduct with respect to preparing such a return is liable for a penalty of $1,000.

House Bill
No provision.

Senate Amendment

The Senate amendment alters the standards of conduct that must be met to avoid
imposition of the first penalty. The Senate amendment replaces the realistic possibility standard
with a requirement that there be a reasonable belief that the tax treatment of the position was
more likely than not the proper treatment. The Senate amendment also replaces the not frivolous
standard with the requirement that there be a reasonable basis for the tax treatment of the
position.

In addition, the Senate amendment increases the amount of these penalties. The penalty
relating to not having a reasonable belief that the tax treatment was more likely than not the
proper tax treatment is increased from $250 to $1,000. The penalty relating to willful or reckless
conduct is increased from $1,000 to $5,000.

Effective date.—~The provision is effective for documents prepared after the date of
enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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11. Penalty for failure to report interests in foreign financial accounts (sec. 312 of the
Senate amendment and sec. 5321 of Title 31, United States Code)

Present Law

The Secretary of the Treasury must require citizens, residents, or persons doing business
in the United States to keep records and file reports when that person makes a transaction or
maintains an account with a foreign financial entity.'" In general, individuals must fulfill this
requirement by answering questions regarding foreign accounts or foreign trusts that are
contained in Part III of Schedule B of the IRS Form 1040. Taxpayers who answer “yes” in
response to the question regarding foreign accounts must then file Treasury Department Form
TD F 90-22.1. This form must be filed with the Department of the Treasury, and not as part of
the tax return that is filed with the IRS.

The Secretary of the Treasury may impose a civil penalty on any person who willfully
violates this reporting requirement. The civil penalty is the amount of the transaction or the
value of the account, up to a maximum of $100,000; the minimum amount of the penalty is
$25,000.""° In addition, any person who willfully violates this reporting requirement is subject to
a criminal penalty. The criminal penalty is a fine of not more than $250,000 or imprisonment for
not more than five years (or both); if the violation is part of a pattern of illegal activity, the
maximum amount of the fine is increased to $500,000 and the maximum length of imprisonment
is increased to 10 years.'”

On April 26, 2002, the Secretary of the Treasury submitted to the Congress a report on
these reporting requirements.'?’ This report, which was statutorily required,'” studies methods
for improving compliance with these reporting requirements. It makes several administrative
recommendations, but no legislative recommendations. A further report was required to be
submitted by the Secretary of the Treasury to the Congress by October 26, 2002.

House Bill

No provision.

18 31 U.S.C. 5314.
931 U.S.C. 5321(a)(5).
12031 U.S.C. 5322.

121" 4 Report to Congress in Accordance with Sec. 361(b) of the Uniting and
Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct
Terrorism Act of 2001, April 26, 2002.

122 Gec. 361(b) of the USA PATRIOT Act of 2001 (Pub. L. 107-56).
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Senate Amendment

The Senate amendment adds an additional civil penalty that may be imposed on any
person who violates this reporting requirement (without regard to willfulness). This new civil
penalty is up to $§5,000. The penalty may be waived if any income from the account was
properly reported on the income tax return and there was reasonable cause for the failure to
report.

Effective date.—The provision is effective with respect to failures to report occurring on
or after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

12. Frivolous tax returns and submissions (sec. 313 of the Senate amendment and sec. 6702
of the Code)

Present Law

The Code provides that an individual who files a frivolous income tax return is subject to
a penalty of $500 imposed by the IRS (sec. 6702). The Code also permits the Tax Court'* to
impose a penalty of up to $25,000 if a taxpayer has instituted or maintained proceedings
primarily for delay or if the taxpayer’s position in the proceeding is frivolous or groundless (sec.

6673(a)).
House Bill

No provision.

Senate Amendment

The Senate amendment modifies the IRS-imposed penalty by increasing the amount of
the penalty to up to $5,000 and by applying it to all taxpayers and to all types of Federal taxes.

The Senate amendment also modifies present law with respect to certain submissions that
raise frivolous arguments or that are intended to delay or impede tax administration. The
submissions to which the Senate amendment applies are requests for a collection due process
hearing, installment agreements, offers-in-compromise, and taxpayer assistance orders. First, the
Senate amendment permits the IRS to dismiss such requests. Second, the Senate amendment
permits the IRS to impose a penalty of up to $5,000 for such requests, unless the taxpayer
withdraws the request after being given an opportunity to do so.

' Because in general the Tax Court is the only pre-payment forum available to
taxpayers, it deals with most of the frivolous, groundless, or dilatory arguments raised in tax
cases.
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The Senate amendment requires the IRS to publish a list of positions, arguments,
requests, and submissions determined to be frivolous for purposes of these provisions.

Effective date.—The provision is effective for submissions made and issues raised after
the date on which the Secretary first prescribes the required list.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

13. Penalties on promoters of tax shelters (sec. 314 of the Senate amendment and sec. 6700
of the Code)

Present Law

A penalty is imposed on any person who organizes, assists in the organization of, or
participates in the sale of any interest in, a partnership or other entity, any investment plan or
arrangement, or any other plan or arrangement, if in connection with such activity the person
makes or furnishes a qualifying false or fraudulent statement or a gross valuation
overstatement. '** A qualified false or fraudulent statement is any statement with respect to the
allowability of any deduction or credit, the excludability of any income, or the securing of any
other tax benefit by reason of holding an interest in the entity or participating in the plan or
arrangement which the person knows or has reason to know is false or fraudulent as to any
material matter. A “gross valuation overstatement” means any statement as to the value of any
property or services if the stated value exceeds 200 percent of the correct valuation, and the
value is directly related to the amount of any allowable income tax deduction or credit.

The amount of the penalty is $1,000 (or, if the person establishes that it is less, 100
percent of the gross income derived or to be derived by the person from such activity). A
penalty attributable to a gross valuation misstatement can be waived on a showing that there was
a reasonable basis for the valuation and it was made in good faith.

House Bill
No provision.

Senate Amendment

The Senate amendment modifies the penalty amount to equal 50 percent of the gross
income derived by the person from the activity for which the penalty is imposed. The new
penalty rate applies to any activity that involves a statement regarding the tax benefits of
participating in a plan or arrangement if the person knows or has reason to know that such
statement is false or fraudulent as to any material matter. The enhanced penalty does not apply
to a gross valuation overstatement.

124 gec. 6700,
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Effective date.— The provision is effective for activities after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

14. Extend statute of limitations for certain undisclosed transactions (sec. 315 of the Senate
amendment and sec. 6501 of the Code)

Present Law

In general, the Code requires that taxes be assessed within three years'® after the date a
return is filed.'® If there has been a substantial omission of items of gross income that total
more than 25 percent of the amount of gross income shown on the return, the period during
which an assessment must be made is extended to six years.'”’ If an assessment is not made
within the required time periods, the tax generally cannot be assessed or collected at any future
time. Tax may be assessed at any time if the taxpayer files a false or fraudulent return with the
intent to evade tax or if the taxpayer does not file a tax return at all.'®

House Bill
No provision.

Senate Amendment

The Senate amendment extends the statute of limitations to six years with respect to the
entire tax return'®” if a taxpayer required to disclose a listed transaction" fails to do so in the
manner required. For example, if a taxpayer entered into a transaction in 2005 that becomes a
listed transaction in 2006 and the taxpayer fails to disclose such transaction in the manner
required bylzreasury regulations, the 2005 tax return will be subject to a six-year statute of
limitations. -

125 Sec. 6501(a).

126 For this purpose, a return that is filed before the date on which it is due is considered
to be filed on the required due date (sec. 6501(b)(1)).

127 Sec. 6501(e).
12 Sec. 6501(c).
12 The tax year extended is the tax year the transaction is entered into.

1% The term “listed transaction” has the same meaning as described in a previous
provision regarding the penalty for failure to disclose reportable transactions.

B! However, if the Treasury Department lists a transaction in a year subsequent to the
year a taxpayer entered into such transaction, and the taxpayer’s tax return for the year the
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Effective date.~The provision is effective for transactions entered into in taxable years
beginning after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

15. Deny deduction for interest paid to IRS on underpayments involving certain tax-
motivated transactions (sec. 316 of the Senate amendment and sec. 163 of the Code)

Present Law

In general, corporations may deduct interest paid or accrued within a taxable year on
indebtedness.”** Interest on indebtedness to the Federal government attributable to an
underpayment of tax generally may be deducted pursuant to this provision.

House Bill
No provision.

Senate Amendment

The Senate amendment disallows any deduction for interest paid or accrued within a
taxable year on any portion of an underpayment of tax that is attributable to an understatement
arising from (1) an undisclosed reportable avoidance transaction, (2) an undisclosed listed
transaction, or (3) a transaction that lacks economic substance. 133

Effective date —The provision is effective for underpayments attributable to transactions
entered into in taxable years beginning after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

transaction was entered into is closed by the statute of limitations prior to the transaction
becoming a listed transaction, this provision does not re-open the statute of limitations for such
year.

132 Sec. 163(a).

13 The definitions of these transactions are the same as those previously described in
connection with the provision to modify the accuracy-related penalty for listed and certain
reportable transactions and the provision to impose a penalty on understatements attributable to
transactions that lack economic substance.
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B. Enron-Related Tax Shelter Related Provisions

1. Limitation on transfer and importation of built-in losses (sec. 321 of the Senate
amendment and secs. 362 and 334 of the Code)

Present Law

Generally, no gain or loss is recognized when one or more persons transfer property to a
corporation in exchange for stock and immediately after the exchange such person or persons
control the corporation. '™ The transferor's basis in the stock of the controlled corporation is the
same as the basis of the property contributed to the controlled corporation, increased by the
amount of any gain (or dividend) recognized by the transferor on the exchange, and reduced by
the amoun;[;gf any money or property received, and by the amount of any loss recognized by the
transferor. ™

The basis of property received by a corporation, whether from domestic or foreign
transferors, in a tax-free incorporation, reorganization, or liquidation of a subsidiary corporation
is the same as the adjusted basis in the hands of the transferor, adjusted for gain or loss
recognized by the transferor.'*

House Bill
No provision.

Senate Amendment

Importation of built-in losses

The Senate amendment provides that if a net built-in loss is imported into the U.S in a
tax-free organization or reorganization from persons not subject to U.S. tax, the basis of each
property so transferred is its fair market value."” A similar rule applies in the case of the tax-
free liquidation by a domestic corporation of its foreign subsidiary.

Under the Senate amendment, a net built-in loss is treated as imported into the U.S. if the
aggregate adjusted bases of property received by a transferee corporation exceeds the fair market
value of the properties transferred. Thus, for example, if in a tax-free incorporation, some
properties are received by a corporation from U. S. persons subject to tax, and some properties
are received from foreign persons not subject to U.S. tax, this provision applies to limit the

¥ Sec. 351.
133 Sec. 358.
1% Secs. 334(b) and 362(a) and (b).

7 The Senate Amendment also applies to transfers from a tax-exempt organization
where gain or loss would not be subject to tax if the property were sold by the organization.

63



adjusted basis of each property received from the foreign persons to the fair market value of the
property. In the case of a transfer by a partnership (either domestic or foreign), this provision
applies as if the properties had been transferred by each of the partners in proportion to their
interests in the partnership.

Limitation on transfer of built-in-losses in section 351 transactions

The Senate amendment provides that if the aggregate adjusted bases of property
contributed by a transferor (or by a control group of which the transferor is a member) to a
corporation exceed the aggregate fair market value of the property transferred in a tax-free
incorporation, the transferee’s aggregate basis of the properties is limited to the aggregate fair
market value of the transferred property. Under the Senate amendment, any required basis
reduction is allocated among the transferred properties in proportion to their built-in-loss
immediately before the transaction. In the case of a transfer in which the transferor owns at least
80 percent of the vote and value of the stock of the transferee corporation, any basis reduction
required by the provision is made to the stock received by the transferor and not to the assets
transferred.

Effective date
The provision applies to transactions after February 13, 2003.

Conference Report

The conference agreement does not include the Senate amendment provision.

2. No reduction of basis under section 734 in stock held by partnership in corporate
partner (sec. 322 of the Senate amendment and sec. 755 of the Code)

Present Law

In general

Generally, a partner and the partnership do not recognize gain or loss on a contribution of
property to a partnership.'” Similarly, a partner and the partnership generally do not recognize
gain or loss on the distribution of partnership property. " ° This includes current distributions and
distributions in liquidation of a partner’s interest.

Basis of property distributed in liquidation

The basis of property distributed in liquidation of a partner’s interest is equal to the
partner’s tax basis in its partnership interest (reduced by any money distributed in the same

3% Sec. 721(a).

%9 Sec. 731(a) and (b).
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transaction).”™ Thus, the partnership’s tax basis in the distributed property is adjusted (increased
or decreased) to reflect the partner’s tax basis in the partnership interest.

Election to adjust basis of partnership property

When a partnership distributes partnership property, generally, the basis of partnership
property is not adjusted to reflect the effects of the distribution or transfer. The partnership is
permitted, however, to make an election (referred to as a 754 election) to adjust the basis of
partnership property in the case of a distribution of partnership property. "1 The effect of the
754 election is that the partnership adjusts the basis of its remaining property to reflect any
change in basis of the distributed property in the hands of the distributee partner resulting from
the distribution transaction. Such a change could be a basis increase due to gain recognition, or a
basis decrease due to the partner’s adjusted basis in its partnership interest exceeding the
adjusted basis of the property received. If the 754 election is made, it applies to the taxable year
with respect to which such election was filed and all subsequent taxable years.

In the case of a distribution of partnership property to a partner with respect to which the
754 election is in effect, the partnership increases the basis of partnership property by (1) any
gain recognized by the distributee partner (2) the excess of the adjusted basis of the distributed
property to the partnership immediately before its distribution over the basis of the property to
the distributee partner, and decreases the basis of partnership property by (1) any loss recognized
by the distributee partner and (2) the excess of the basis of the property to the distributee partner
over the adjusted basis of the distributed property to the partnership immediately before the
distribution.

The allocation of the increase or decrease in basis of partnership property is made in a
manner which has the effect of reducing the difference between the fair market value and the
adjusted basis of partnership properties.'* In addition, the allocation rules require that any
increase or decrease in basis be allocated to partnership property of a like character to the
property distributed. For this purpose, the two categories of assets are (1) capital assets and
depreciable and real property used in the trade or business held for more than one year, and (2)
any other property. '

House Bill

No provision.

%0 Sec. 732(b).
4 Qec. 754.
2 Sec. 755(a).

3 Sec. 755(b).
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Senate Amendment

The Senate amendment provides that in applying the basis allocation rules to a
distribution in liquidation of a partner’s interest, a partnership is precluded from decreasing the
basis of corporate stock of a partner or a related person. Any decrease in basis that, absent the
proposal, would have been allocated to the stock is allocated to other partnership assets. If the
decrease in basis exceeds the basis of the other partnership assets, then gain is recognized by the
partnership in the amount of the excess.

Effective date.—The provision applies to distributions after February 13, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

3. Repeal of special rules for FASITs (sec. 323 of the Senate amendment and secs. 860H
through 860L of the Code)

Present Law

Financial asset securitization investment trusts

In 1996, Congress created a new type of statutory entity called a “financial asset
securitization trust” (“FASIT”) that facilitates the securitization of debt obligations such as credit
card receivables, home equity loans, and auto loans."* A FASIT generally is not taxable; the
FASIT’s taxable income or net loss flows through to the owner of the FASIT.

The ownership interest of a FASIT generally is required to be entirely held by a single
domestic C corporation. In addition, a FASIT generally may hold only qualified debt
obligations, and certain other specified assets, and is subject to certain restrictions on its
activities. An entity that qualifies as a FASIT can issue one or more classes of instruments that
meet certain specified requirements and treat those instruments as debt for Federal income tax
purposes. Instruments issued by a FASIT bearing yields to maturity over five percentage points
above the yield to maturity on specified United States government obligations (i.e., “high-yield
interests”) must be held, directly or indirectly, only by domestic C corporations that are not
exempt from income tax.

Qualification as a FASIT

To qualify as a FASIT, an entity must: (1) make an election to be treated as a FASIT for
the year of the election and all subsequent years;'* (2) have assets substantially all of which

" Sections 860H through 860L.

> Once an election to be a FASIT is made, the election applies from the date specified

in the election and all subsequent years until the entity ceases to be a FASIT. If an election to be
a FASIT is made after the initial year of an entity, all of the assets in the entity at the time of the
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(including assets that the FASIT is treated as owning because they support regular interests) are
specified types called “permitted assets;” (3) have non-ownership interests be certain specified
types of debt instruments called “regular interests”; (4) have a single ownership interest which is
held by an "eligible holder"; and (5) not qualify as a regulated investment company (“RIC”).
Any entity, including a corporation, partnership, or trust may be treated as a FASIT. In addition,
a segregated pool of assets may qualify as a FASIT.

An entity ceases qualifying as a FASIT if the entity's owner ceases being an eligible
corporation. Loss of FASIT status is treated as if all of the regular interests of the FASIT were
retired and then reissued without the application of the rule that deems regular interests of a
FASIT to be debt.

Permitted assets

For an entity or arrangement to qualify as a FASIT, substantially all of its assets must
consist of the following “permitted assets™: (1) cash and cash equivalents; (2) certain permitted
debt instruments; (3) certain foreclosure property; (4) certain instruments or contracts that
represent a hedge or guarantee of debt held or issued by the FASIT; (5) contract rights to acquire
permitted debt instruments or hedges; and (6) a regular interest in another FASIT. Permitted
assets may be acquired at any time by a FASIT, including any time after its formation.

“Regular interests” of a FASIT

“Regular interests” of a FASIT are treated as debt for Federal income tax purposes,
regardless of whether instruments with similar terms issued by non-FASITs might be
characterized as equity under general tax principles. To be treated as a “regular interest”, an
instrument must have fixed terms and must: (1) unconditionally entitle the holder to receive a
specified principal amount; (2) pay interest that is based on (a) fixed rates, or (b) except as
provided by regulations issued by the Treasury Secretary, variable rates permitted with respect to
REMIC interests under section 860G(a)(1)(B)(1); (3) have a term to maturity of no more than 30
years, except as permitted by Treasury regulations; (4) be issued to the public with a premium of
not more than 25 percent of its stated principal amount; and (5) have a yield to maturity
determined on the date of issue of less than five percentage points above the applicable Federal
rate (“AFR”) for the calendar month in which the instrument is issued.

Permitted ownership holder

A permitted holder of the ownership interest in a FASIT generally is a non-exempt (i.e.,
taxable) domestic C corporation, other than a corporation that qualifies as a RIC, REIT, REMIC,
or cooperative.

FASIT election are deemed contributed to the FASIT at that time and, accordingly, any gain (but
not loss) on such assets will be recognized at that time.
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Transfers to FASITs

In general, gain (but not loss) is recognized immediately by the owner of the FASIT upon
the transfer of assets to a FASIT. Where property is acquired by a FASIT from someone other
than the FASIT’s owner (or a person related to the FASIT’s owner), the property is treated as
being first acquired by the FASIT’s owner for the FASIT’s cost in acquiring the asset from the
non-owner and then transferred by the owner to the FASIT.

Valuation rules.—In general, except in the case of debt instruments, the value of FASIT
assets is their fair market value. Similarly, in the case of debt instruments that are traded on an
established securities market, the market price is used for purposes of determining the amount of
gain realized upon contribution of such assets to a FASIT. However, in the case of debt
instruments that are not traded on an established securities market, special valuation rules apply
for purposes of computing gain on the transfer of such debt instruments to a FASIT. Under these
rules, the value of such debt instruments is the sum of the present values of the reasonably
expected cash flows from such obligations discounted over the weighted average life of such
assets. The discount rate is 120 percent of the AFR, compounded semiannually, or such other
rate that the Treasury Secretary shall prescribe by regulations.

Taxation of a FASIT

A FASIT generally is not subject to tax. Instead, all of the FASIT’s assets and liabilities
are treated as assets and liabilities of the FASIT’s owner and any income, gain, deduction or loss
of the FASIT is allocable directly to its owner. Accordingly, income tax rules applicable to a
FASIT (e.g., related party rules, sec. 871(h), sec. 165(g)(2)) are to be applied in the same manner
as they apply to the FASIT’s owner. The taxable income of a FASIT is calculated using an
accrual method of accounting. The constant yield method and principles that apply for purposes
of determining original issue discount (“OID”) accrual on debt obligations whose principal is
subject to acceleration apply to all debt obligations held by a FASIT to calculate the FASIT’s
interest and discount income and premium deductions or adjustments.

Taxation of holders of FASIT regular interests

In general, a holder of a regular interest is taxed in the same manner as a holder of any
other debt instrument, except that the regular interest holder is required to account for income
relating to the interest on an accrual method of accounting, regardless of the method of
accounting otherwise used by the holder.

Taxation of holders of FASIT ownership interests

Because all of the assets and liabilities of a FASIT are treated as assets and liabilities of
the holder of a FASIT ownership interest, the ownership interest holder takes into account all of
the FASIT’s income, gain, deduction, or loss in computing its taxable income or net loss for the
taxable year. The character of the income to the holder of an ownership interest is the same as its
character to the FASIT, except tax-exempt interest is included in the income of the holder as
ordinary income.
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Although the recognition of losses on assets contributed to the FASIT is not allowed
upon contribution of the assets, such losses may be allowed to the FASIT owner upon their
disposition by the FASIT. Furthermore, the holder of a FASIT ownership interest is not
permitted to offset taxable income from the FASIT ownership interest (including gain or loss
from the sale of the ownership interest in the FASIT) with other losses of the holder. In addition,
any net operating loss carryover of the FASIT owner shall be computed by disregarding any
income arising by reason of a disallowed loss. Where the holder of a FASIT ownership interest
is a member of a consolidated group, this rule applies to the consolidated group of corporations
of which the holder is a member as if the group were a single taxpayer.

House Bill
No provision.

Senate Amendment

The Senate amendment repeals the special rules for FASITs. The Senate amendment
provides a transition period for existing FASITs, pursuant to which the repeal of the FASIT rules
would not apply to any FASIT in existence on the date of enactment to the extent that regular
mterests issued by the FASIT prior to such date continue to remain outstanding in accordance
with their original terms.

Effective date.—Except as provided by the transition period for existing FASITs, the
Senate amendment provision is effective after February 13, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

4. Expanded disallowance of deduction for interest on convertible debt (sec. 324 of the
Senate amendment and sec. 163 of the Code)

Present Law

Whether an instrument qualifies for tax purposes as debt or equity is determined under all
the facts and circumstances based on principles developed in case law. If an instrument qualifies
as equity, the issuer generally does not receive a deduction for dividends paid and the holder
generally includes such dividends in income (although corporate holders generally may obtain a
dividends-received deduction of at least 70 percent of the amount of the dividend). If an
instrument qualifies as debt, the issuer may receive a deduction for accrued interest and the
holder generally includes interest in income, subject to certain limitations.

Original issue discount (“OID”) on a debt instrument is the excess of the stated
redemption price at maturity over the issue price of the instrument. An issuer of a debt
instrument with OID generally accrues and deducts the discount as interest over the life of the
instrument even though interest may not be paid until the instrument matures. The holder of
such a debt instrument also generally includes the OID in income on an accrual basis.
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Under present law, no deduction is allowed for interest or OID on a debt instrument
issued by a corporation (or issued by a partnership to the extent of its corporate partners) that is
payable in equity of the issuer or a related party (within the meaning of sections 267(b) and
707(b)), including a debt instrument a substantial portion of which is mandatorily convertible or
convertible at the issuer's option into equity of the issuer or a related party.'* In addition, a debt
instrument 1s treated as payable in equity if a substantial portion of the principal or interest is
required to be determined, or may be determined at the option of the issuer or related party, by
reference to the value of equity of the issuer or related party.'”’ A debt instrument also is treated
as payable in equity if it is part of an arrangement that is designed to result in the payment of the
debt instrument with or by reference to such equity, such as in the case of certain issuances of a
forward contract in connection with the issuance of debt, nonrecourse debt that is secured
principally by such equity, or certain debt instruments that are paid in, converted to, or
determined with reference to the value of equity if it may be so required at the option of the
holder or a related party and there is a substantial certainty that option will be exercised.'®

House Bill
No provision.

Senate Amendment

The Senate amendment expands the present-law disallowance of interest deductions on
certain convertible or equity-linked corporate debt that is payable in, or by reference to the value
of, equity. Under the Senate amendment, the disallowance is expanded to include interest on
corporate debt that is payable in, or by reference to the value of, any equity held by the issuer (or
by any related party) in any other person, without regard to whether such equity represents more
than a 50-percent ownership interest in such person. However, the Senate amendment does not
apply to debt that is issued by an active dealer in securities (or by a related party) if the debt is
payable in, or by reference to the value of, equity that is held by the securities dealer in its
capacity as a dealer in securities.

Effective date.—The Senate amendment provision applies to debt instruments that are
issued after February 13, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

6 Sec. 163(1), enacted in the Taxpayer Relief Act of 1997, Pub. L. No. 105-34, sec.
1005(a).

47 Sec. 163()(3)(B).

" Sec. 163(1)(3)(C).
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S. Expanded authority to disallow tax benefits under section 269 (sec. 325 of the Senate
amendment and sec. 269 of the Code)

Present Law

Section 269 provides that if a taxpayer acquires, directly or indirectly, control (defined as
at least 50 percent of vote or value) of a corporation, and the principal purpose of the acquisition
1s the evasion or avoidance of Federal income tax by securing the benefit of a deduction, credit,
or other allowance that would not otherwise have been available, the Secretary may disallow the
such tax benefits.'” Similarly, if a corporation acquires, directly or indirectly, property of
another corporation (not controlled, directly or indirectly, by the acquiring corporation or its
stockholders immediately before the acquisition), the basis of such property is determined by
reference to the basis in the hands of the transferor corporation, and the principal purpose of the
acquisition is the evasion or avoidance of Federal income tax by securing a tax benefit that
would not otherwise have been available, the Secretary may disallow such tax benefits.'®

House Bill
No provision.

Senate Amendment

The Senate amendment expands section 269 by repealing (1) the requirement that the
acquisition of stock be sufficient to obtain control of the corporation, and (2) the requirement that
the acquisition of property be from a corporation not controlled by the acquirer. Thus, under the
provision, section 269 disallows the tax benefits of (1) any acquisition of stock in a
corporation, ' and (2) any acquisition by a corporation of property from a corporation in which
the basis of such property is determined by reference to the basis in the hands of the transferor
corporation, if the principal purpose of such acquisition is the of evasion or avoidance of Federal
income tax.

Effective date —The provision applies to stock and property acquired after February 13,
2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

9 Sec. 269(a)(1).
150 Sec. 269(a)(2).

! In this regard, the provision applies regardless of whether an acquisition results in an
increase in the acquiror’s ownership percentage in a corporation or involves the issuance of
actual stock certificates or shares by a corporation to the acquiror.
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6. Modification of controlled foreign corporation - passive foreign investment company
coordination rules (sec. 326 of the Senate amendment and sec. 1297 of the Code)

Present Law

The United States employs a “worldwide” tax system, under which domestic corporations
generally are taxed on all income, whether derived in the United States or abroad. Income
earned by a domestic parent corporation from foreign operations conducted by foreign corporate
subsidiaries generally is subject to U.S. tax when the income is distributed as a dividend to the
domestic corporation. Until such repatriation, the U.S. tax on such income generally is deferred.
However, certain anti-deferral regimes may cause the domestic parent corporation to be taxed on
a current basis in the United States with respect to certain categories of passive or highly mobile
income earned by its foreign subsidiaries, regardless of whether the income has been distributed
as a dividend to the domestic parent corporation. The main anti-deferral regimes in this context
are the controlled foreign corporation rules of subpart F'>* and the passive foreign investment
company rules.'” A foreign tax credit generally is available to offset, in whole or in part, the
U.S. tax owed on foreign-source income, whether earned directly by the domestic corporation,
repatriated as an actual dividend, or included under one of the anti-deferral regimes. '™

Generally, income earned indirectly by a domestic corporation through a foreign
corporation is subject to U.S. tax only when the income is distributed to the domestic
corporation, because corporations generally are treated as separate taxable persons for Federal
tax purposes. However, this deferral of U.S. tax is limited by anti-deferral regimes that impose
current U.S. tax on certain types of income earned by certain corporations, in order to prevent
taxpayers from avoiding U.S. tax by shifting passive or other highly mobile income into low-tax
jurisdictions. Deferral of U.S. tax is considered appropriate, on the other hand, with respect to
most types of active business income earned abroad.

Subpart F," applicable to controlled foreign corporations and their shareholders, is the
main anti-deferral regime of relevance to a U.S.-based multinational corporate group. A
controlled foreign corporation generally is defined as any foreign corporation if U.S. persons
own (directly, indirectly, or constructively) more than 50 percent of the corporation’s stock
(measured by vote or value), taking into account only those U.S. persons that own at least 10
percent of the stock (measured by vote only). 1% Under the subpart F rules, the United States
generally taxes the U.S. 10-percent shareholders of a controlled foreign corporation on their pro

Secs. 951-964.

3 Secs. 1291-1298.

Secs. 901, 902, 960, 1291(g).
19 Secs. 951-964.

156 Secs. 951(b), 957, 938.
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rata shares of certain income of the controlled foreign corporation (referred to as “subpart F
income”), without regard to whether the income is distributed to the shareholders."”’

Subpart F income generally includes passive income and other income that is readily
movable from one taxing jurisdiction to another. Subpart F income consists of foreign base
company income, ™ insurance income, "’ and certain income relating to international boycotts
and other violations of public policy.'® Foreign base company income consists of foreign
personal holding company income, which includes passive income (e.g., dividends, interest,
rents, and royalties), as well as a number of categories of non-passive income, including foreign
base company sales income, foreign base company services income, foreign base company
shipping income and foreign base company oil-related income. '’

In effect, the United States treats the U.S. 10-percent shareholders of a controlled foreign
corporation as having received a current distribution out of the corporation's subpart F income.
In addition, the U.S. 10-percent shareholders of a controlled foreign corporation are required to
include currently in income for U.S. tax purposes their pro rata shares of the corporation's
earnings invested in U.S. property.'®

The Tax Reform Act of 1986 established an additional anti-deferral regime, for passive
foreign investment companies. A passive foreign investment company generally is defined as
any foreign corporation if 75 percent or more of its gross income for the taxable year consists of
passive income, or 50 percent or more of its assets consists of assets that produce, or are held for
the production of, passive income.'® Alternative sets of income inclusion rules apply to U.S.
persons that are shareholders in a passive foreign investment company, regardless of their
percentage ownership in the company. One set of rules applies to passive foreign investment
companies that are “qualified electing funds,” under which electing U.S. shareholders currently
include in gross income their respective shares of the company’s earnings, with a separate
election to defer payment of tax, subject to an interest charge, on income not currently
received.'® A second set of rules applies to passive foreign investment companies that are not
qualified electing funds, under which U.S. shareholders pay tax on certain income or gain
realized through the company, plus an interest charge that is attributable to the value of

7 Sec. 951(a).
138 Sec. 954,
159

Sec. 953,

160 Se

o

. 952(a)(3)-(3).

Sec. 954.

182 Secs. 951(a)(1)(B), 956.
'8 Sec. 1297.

164 Sec. 1293-1295.
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deferral.'” A third set of rules applies to passive foreign investment company stock that is
marketable, under which electing U.S. shareholders currently take into account as income (or
loss) the difference between the fair market value of the stock as of the close of the taxable year
and their adjusted basis in such stock (subject to certain limitations), often referred to as
“marking to market.”'®

Under section 1297(e), which was enacted in 1997 to address the overlap of the passive
foreign investment company rules and subpart F, a controlled foreign corporation generally is not
also treated as a passive foreign investment company with respect to a U.S. shareholder of the
corporation. This exception applies regardless of the likelihood that the U.S. shareholder would
actually be taxed under subpart F in the event that the controlled foreign corporation earns
subpart F income. Thus, even in a case in which a controlled foreign corporation’s subpart F
income would be allocated to a different shareholder under the subpart F allocation rules, a U.S.
shareholder would still qualify for the exception from the passive foreign investment company
rules under section 1297(e).

House Bill
No provision.

Senate Amendment

The Senate amendment adds an exception to section 1297(e) for U.S. shareholders that
face only a remote likelihood of incurring a subpart F inclusion in the event that a controlled
foreign corporation earns subpart F income, thus preserving the potential application of the
passive foreign investment company rules in such cases.

Effective date.—The provision is effective for taxable years of controlled foreign
corporations beginning after February 13, 2003, and for taxable years of U.S. shareholders in
which or with which such taxable years of controlled foreign corporations end.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

7. Modify treatment of closely-held REITs (sec. 327 of the Senate amendment and sec. 856
of the Code)

Present Law

In general, a real estate investment trust (“REIT”) is an entity that receives most of its
income from passive real estate related investments and that receives pass-through treatment for
income that is distributed to shareholders. If an entity meets the qualifications for REIT status

165 Qec. 1291.

166 Qec. 1296.
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and elects to be taxed as a REIT, the portion of its income that is distributed to the investors each
year generally is taxed to the investors without being subjected to tax at the REIT level.

A REIT must satisfy a number of tests on a year-by-year basis that relate to the entity’s
(1) organizational structure; (2) source of income; (3) nature of assets; and (4) distribution of
income.

Under the organizational structure test, except for the first taxable year for which an
entity elects to be a REIT, the beneficial ownership of the entity must be held by 100 or more
persons. Generally, no more than 50 percent of the value of the REIT stock can be owned by
five or fewer individuals during the last half of the taxable year. Certain attribution rules apply in
making this determination.

House Bill
No provision.

Senate Amendment

The bill imposes as an additional requirement for REIT qualification that, except for the
first taxable year for which an entity elects to be a REIT, no person can own stock of a REIT
possessing 50 percent or more of the combined voting power of all classes of voting stock or 50
percent or more of the total value of all classes of stock of the REIT. For purposes of
determining a person’s stock ownership, rules similar to attribution rules for REIT qualification
under present law apply (secs. 856(d)(5) and 856(h)(3)). A special rule prevents reattribution in
certain circumstances.

The provision does not apply to ownership by a REIT of 50 percent or more of the stock
(vote or value) of another REIT.

An exception applies for a limited period of time to certain “incubator REITs” that meet
specified qualifications. A penalty is imposed on a corporation’s directors if an “incubator
REIT” election is made for a principal purpose other than as part of a reasonable plan to
undertake a going public transaction (as defined in the bill).

Effective date.—The bill is effective for entities electing REIT status for taxable years
ending after May 8, 2003. Any entity that elects (or has elected) REIT status for a taxable year
including May 8, 2003 and whichis both a controlled entity and has significant business assets
or activities on such date, will not be subject to the bill. Under this rule, a controlled entity with
significant business assets or activities on May 8, 2003, can be grandfathered even if it makes its
first REIT election after that date with its return for the taxable year including that date.

For purposes of the transition rules, the significant business assets or activities in place on
May 8, 2003 must be real estate assets and activities of a type that would be qualified real estate
assets and would produce qualified real estate related income for a REIT.
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Conference Agreement

The conference agreement does not contain the Senate amendment provision.
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C. Other Corporate Governance Provisions

1. Affirmation of consolidated return regulation authority (sec. 331 of the Senate
amendment and sec. 1502 of the Code)

Present Law

An affiliated group of corporations may elect to file a consolidated return in lieu of
separate returns. A condition of electing to file a consolidated return is that all corporations that
are members of the consolidated group must consent to all the consolidated return regulations
prescribed under section 1502 prior to the last day prescribed by law for filing such return. 167

Section 1502 states:

The Secretary shall prescribe such regulations as he may deem necessary in order that the
tax liability of any affiliated group of corporations making a consolidated return and of
each corporation in the group, both during and after the period of affiliation, may be
returned, determined, computed, assessed, collected, and adjusted, in such manner as
clearly to reflect the income -tax liability and the various factors necessary for the
determinleééion of such liability, and in order to prevent the avoidance of such tax

liability.

Under this authority, the Treasury Department has issued extensive consolidated return
regulations. 169

In the recent case of Rite Aid Corp. v. United States," the Federal Circuit Court of
Appeals addressed the application of a particular provision of certain consolidated return loss

167 Sec. 1501.
18 Sec. 1502.

1% Regulations issued under the authority of section 1502 are considered to be
“legislative” regulations rather than “interpretative” regulations, and as such are usually given
greater deference by courts in case of a taxpayer challenge to such a regulation. See, S. Rep. No.
960, 70" Cong., 1°' Sess. at 15, describing the consolidated return regulations as “legislative in
character”. The Supreme Court has stated that . .. legislative regulations are given controlling
weight unless they are arbitrary, capricious, or manifestly contrary to the statute.” Chevron,
US.A., Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837, 844 (1984) (involving an
environmental protection regulation). For examples involving consolidated return regulations,
see, e.g., Wolter Construction Company v. Commissioner, 634 F.2d 1029 (6™ Cir. 1980);
Garvey, Inc. v.United States, 1 Ct. Cl. 108 (1983), aff’d 726 F.2d 1569 (Fed. Cir. 1984), cert.
denied 469 U.S. 823 (1984). Compare, e.g., Audrey J. Walton v. Commissioner, 115 T.C. 589
(2000), describing different standards of review. The case did not involve a consolidated return
regulation.
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disallowance regulations, and concluded that the provision was invalid.'” The particular
provision, known as the “duplicated loss” provision,'”> would have denied a loss on the sale of
stock of a subsidiary by a parent corporation that had filed a consolidated return with the
subsidiary, to the extent the subsidiary corporation had assets that had a built-in loss, or had a net
operating loss, that could be recognized or used later.'”

" 255 F.3d 1357 (Fed. Cir. 2001), reh’g denied, 2001 U.S. App. LEXIS 23207 (Fed.
Cir. Oct. 3, 2001).

! Prior to this decision, there had been a few instances involving prior laws in which
certain consolidated return regulations were held to be invalid. See, e.g., American Standard, Inc.
v. United States, 602 F.2d 256 (Ct. Cl. 1979), discussed in the text infra. see also Union Carbide
Corp. v. United States, 612 F.2d 558 (Ct. Cl. 1979), and Allied Corporation v. United States, 685
F. 2d 396 (Ct. Cl. 1982), all three cases involving the allocation of income and loss within a
consolidated group for purposes of computation of a deduction allowed under prior law by the
Code for Western Hemisphere Trading Corporations. See also Joseph Weidenhoff v.
Commissioner, 32 T.C. 1222, 1242-1244 (1959), involving the application of certain regulations
to the excess profits tax credit allowed under prior law, and concluding that the Commissioner
had applied a particular regulation in an arbitrary manner inconsistent with the wording of the
regulation and inconsistent with even a consolidated group computation. Cf. Kanawha Gas &
Utilities Co. v. Commissioner, 214 F.2d 685 (1954), concluding that the substance of a
transaction was an acquisition of assets rather than stock. Thus, a regulation governing basis of
the assets of consolidated subsidiaries did not apply to the case. See also General Machinery
Corporation v. Commissioner, 33 B.T.A. 1215 (1936); Lefcourt Realty Corporation, 31 B.T.A.
978 (1935); Helvering v. Morgans, Inc., 293 U.S. 121 (1934), interpreting the term “taxable
year.”

2 Treas. Reg. Sec. 1.1502-20(c)(1)(iii).
'3 Treasury Regulation section 1.1502-20, generally imposing certain “loss
disallowance” rules on the disposition of subsidiary stock, contained other limitations besides the
“duplicated loss” rule that could limit the loss available to the group on a disposition of a
subsidiary’s stock. Treasury Regulation section 1.1502-20 as a whole was promulgated in
connection with regulations issued under section 337(d), principally in connection with the so-
called General Utilities repeal of 1986 (referring to the case of General Utilities & Operating
Company v. Helvering, 296 U.S. 200 (1935)). Such repeal generally required a liquidating
corporation, or a corporation acquired in a stock acquisition treated as a sale of assets, to pay
corporate level tax on the excess of the value of its assets over the basis. Treasury regulation
section 1.1502-20 principally reflected an attempt to prevent corporations filing consolidated
returns from offsetting income with a loss on the sale of subsidiary stock. Such a loss could
result from the unique upward adjustment of a subsidiary’s stock basis required under the
consolidated return regulations for subsidiary income earned in consolidation, an adjustment
intended to prevent taxation of both the subsidiary and the parent on the same income or gain.

As one example, absent a denial of certain losses on a sale of subsidiary stock, a consolidated
group could obtain a loss deduction with respect to subsidiary stock, the basis of which originally
reflected the subsidiary’s value at the time of the purchase of the stock, and that had then been
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The Federal Circuit Court opinion contained language discussing the fact that the
regulation produced a result different than the result that would have obtained if the corporations
had filed separate returns rather than consolidated returns.'™

The Federal Circuit Court opinion cited a 1928 Senate Finance Committee Report to
legislation that authorized consolidated return regulations, which stated that “many difficult and
complicated problems, ... have arisen in the administration of the provisions permitting the filing
of consolidated returns” and that the committee “found it necessary to delegate power to the
commissioner to prescribe regulations legislative in character covering them.”'” The Court’s
opinion also cited a previous decision of the Court of Claims for the proposition, interpreting this
legislative history, that section 1502 grants the Secretary “the power to conform the applicable
income tax law of the Code to the special, myriad problems resulting from the filing of
consolidated income tax returns;” but that section 1502 “does not authorize the Secretary to
choose a method that imposes a tax on income that would not otherwise be taxed.” '

adjusted upward on recognition of any built-in income or gain of the subsidiary reflected in that
value. The regulations also contained the duplicated loss factor addressed by the court in Rite
Aid. The preamble to the regulations stated: “it is not administratively feasible to differentiate
between loss attributable to built-in gain and duplicated loss.” T.D. 8364, 1991-2 C.B. 43, 46
(Sept. 13, 1991). The government also argued in the Rite Aid case that duplicated loss was a
separate concern of the regulations. 255 F.3d at 1360.

'™ For example, the court stated: “The duplicated loss factor . . . addresses a situation
that arises from the sale of stock regardless of whether corporations file separate or consolidated
returns. With L.R.C. secs. 382 and 383, Congress has addressed this situation by limiting the
subsidiary’s potential future deduction, not the parent’s loss on the sale of stock under I.R.C. sec.
165.” 255 F.3d 1357, 1360 (Fed. Cir. 2001).

153, Rep. No. 960, 70"™ Cong., 1* Sess. 15 (1928). Though not quoted by the court in
Rite Aid, the same Senate report also indicated that one purpose of the consolidated return
authority was to permit treatment of the separate corporations as if they were a single unit,
stating “The mere fact that by legal fiction several corporations owned by the same shareholders
are separate entities should not obscure the fact that they are in reality one and the same business
owned by the same individuals and operated as a unit.” S. Rep. No. 960, 70" Cong., 1** Sess. 29
(1928).

8 American Standard, Inc. v. United States, 602 F.2d 256, 261 (Ct. C1. 1979). That
case did not involve the question of separate returns as compared to a single return approach. It
involved the comp utation of a Western Hemisphere Trade Corporation (“WHTC”) deduction
under prior law (which deduction would have been computed as a percentage of each WHTC’s
taxable income if the corporations had filed separate returns), in a case where a consolidated
group included several WHTCs as well as other corporations. The question was how to
apportion income and losses of the admittedly consolidated WHTCs and how to combine that
computation with the rest of the group’s consolidated income or losses. The court noted that the
new, changed regulations approach varied from the approach taken to a similar problem
involving public utilities within a group and previously allowed for WHTCs. The court objected
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The Federal Circuit Court construed these authorities and applied them to invalidate
Treas. Reg. Sec. 1.1502-20(c)(1)(i11), stating that:

The loss realized on the sale of a former subsidiary’s assets after the consolidated
group sells the subsidiary’s stock is not a problem resulting from the filing of
consolidated income tax returns. The scenario also arises where a corporate
shareholder sells the stock of a non-consolidated subsidiary. The corporate
shareholder could realize a loss under I.R.C. sec. 1001, and deduct the loss under
I.R.C. sec. 165. The subsidiary could then deduct any losses from a later sale of
assets. The duplicated loss factor, therefore, addresses a situation that arises from the
sale of stock regardless of whether corporations file separate or consolidated returns.
With I.R.C. secs. 382 and 383, Congress has addressed this situation by limiting the
subsidiary’s potential future deduction, not the parent’s loss on the sale of stock under
IR.C. sec. 165."

The Treasury Department has announced that it will not continue to litigate the validity of
the duplicated loss provision of the regulations, and has issued interim regulations that permit
taxpayers for all years to elect a different treatment, though they may apply the provision for the
past if they wish.'”®

House Bill
No provision.

Senate Amendment

The bill confirms that, in exercising its authority under section 1502 to issue consolidated
return regulations, the Treasury Department may provide rules treating corporations filing
consolidated returns differently from corporations filing separate returns.

that the allocation method adopted by the regulation allowed non- WHTC losses to reduce
WHTC income. However, the court did not disallow a method that would net WHTC income of
one WHTC with losses of another WHTC, a result that would not have occurred under separate
returns. Nor did the court expressly disallow a different fractional method that would net both
income and losses of the WHTCs with those of other corporations in the consolidated group.
The court also found that the regulation had been adopted without proper notice.

7" Rite Aid, 255 F.3d at 1360.

' See Temp. Reg. 1.1502-20T(i)(2). The Treasury Department has also indicated its
intention to continue to study all the issues that the original loss disallowance regulations
addressed (including issues of furthering single entity principles) and possibly issue different
regulations (not including the particular approach of Treas. Reg. Sec. 1.1502-20(c)(1)(iii)) on the
issues in the future. See Notice 2002-11, 2002-7 I.LR.B. 526 (Feb. 19, 2002); T.D. 8984, 67 F.R.
11034 (March 12, 2002); REG-102740-02, 67 F.R. 11070 (March 12, 2002); see also Notice
2002-18, 2002-12 L.R.B. 644 (March 25, 2002).
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Thus, under the statutory authority of section 1502, the Treasury Department is
authorized to issue consolidated return regulations utilizing either a single taxpayer or separate
taxpayer approach or a combination of the two approaches, as Treasury deems necessary in order
that the tax liability of any affiliated group of corporations making a consolidated return, and of
each corporation in the group, both during and after the period of affiliation, may be determined
and adjusted in such manner as clearly to reflect the income-tax liability and the various factors
necessary for the determination of such liability, and in order to prevent avoidance of such
liability.

Rite Aid is thus overruled to the extent it suggests that there is not a problem that can be
addressed in consolidated return regulations if application of a particular Code provision on a
separate taxpayer basis would produce a result different from single taxpayer principles that may
be used for consolidation.

The bill nevertheless allows the result of the Rite Aid case to stand with respect to the
type of factual situation presented in the case. That is, the legislation provides for the override of
the regulatory provision that took the approach of denying a loss on a deconsolidating disposition
of stock of a consolidated subsidiary'” to the extent the subsidiary had net operating losses or
built in losses that could be used later outside the group. '™

Retaining the result in the Rite Aid case with respect to the particular regulation section
1.1502-20(c)(1)(1i1) as applied to the factual situation of the case does not in any way prevent or
invalidate the various approaches Treasury has announced it will apply or that it intends to
consider in lieu of the approach of that regulation, including, for example, the denial of a loss on
a stock sale if inside losses of a subsidiary may also be used by the consolidated group, and the
possible requirement that inside attributes be adjusted when a subsidiary leaves a group.'®’

Effective date.—The provision is effective for all years, whether beginning before, on, or
after the date of enactment of the provision. No inference is intended that the results following
from this provision are not the same as the results under present law.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

"™ Treas. Reg. Sec. 1.1502-20(c)(1)(iii).

" The provision is not intended to overrule the current Treasury Department
regulations, which allow taxpayers for the past to follow Treasury Regulations Section 1.1502-
20(c)(1)(1ii1), if they choose to do so. Temp. Reg. Sec. 1.1502-20T(i)(2).

81 See, e.g., Notice 2002-11, 2002-7 LR.B. 526 (Feb. 19, 2002); T.D. 8984, 67 F.R.
11034 (Mar.12, 2002); REG-102740-02, 67 F.R. 11070 (Mar.12, 2002); see also Notice 2002-
18,2002-12 I.R.B. 644 (Mar. 25, 2002). In exercising its authority under section 1502, the
Secretary is also authorized to prescribe rules that protect the purpose of General Utilities repeal
using presumptions and other simplifying conventions.

81



2. Chief Executive Officer required to sign corporate income tax returns (sec. 332 of the
Senate amendment and sec. 6062 of the Code)

Present Law

The Code requires' that the income tax return of a corporation must be signed by either
the president, the vice-president, the treasurer, the assistant treasurer, the chief accounting
officer, or any other officer of the corporation authorized by the corporation to sign the return.

The Code also imposes'® a criminal penalty on any person who willfully signs any tax

return under penalties of perjury that that person does not believe to be true and correct with
respect to every material matter at the time of filing. If convicted, the person is guilty of a
felony; the Code imposes a fine of not more than $1 00,000 ' ($500,000 in the case of a
corporation) or imprisonment of not more than three years, or both, together with the costs of
prosecution.

House Bill
No provision.

Senate Amendment

The Senate amendment requires that the chief executive officer of a corporation sign that
corporation’s income tax returns.'® If the corporation does not have a chief executive officer,
the IRS may designate another officer of the corporation; otherwise, no other person is permitted
to sign the income tax return of a corporation. It is intended that the IRS issue general guidance,
such as a revenue procedure, to (1) address situations when a corporation does not have a chief
executive officer, and (2) define who the chief executive officer is, in situations (for example)
when the primary official bears a different title or when a corporation has multiple chief
executive officers. It is intended that, in every instance, the highest ranking corporate officer
(regardless of title) sign the tax return.

182 Sec. 6062.
18 Sec. 7206.

Pursuant to 18 U.S.C. 3571, the maximum fine for an individual convicted of a felony
is $250,000.

' Because the provision amends section 6062, it applies only to the Form 1120 itself (or

its equivalent) and any disclosures required under section 6662 or related provisions. It does not
apply to any other schedules or attachments.
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The provision does not apply to the income tax returns of mutual funds;'® they are
required to be signed as under present law.

Effective date.—The provision is effective for returns filed after the date of enactment.

Conference Agsreement

The conference agreement does not include the Senate amendment.

3. Denial of deduction for certain fines, penalties, and other amounts (sec. 333 of the Senate
amendment and sec. 162 of the Code)

Present Law

Under present law, no deduction is allowed as a trade or business expense under section
162(a) for the payment of a fine or similar penalty to a government for the violation of any law
(sec. 162(f)). The enactment of section 162(f) in 1969 codified existing case law that denied the
deductibility of fines as ordinary and necessary business expenses on the grounds that
“allowance of the deduction would frustrate sharply defined national or State policies proscribing
the particular types of conduct evidenced by some governmental declaration thereof.”'®’

Treasury regulation section 1.162-21(b)(1) provides that a fine or similar penalty includes
an amount: (1) paid pursuant to conviction or a plea of guilty or nolo contendere for a crime
(felony or misdemeanor) in a criminal proceeding; (2) paid as a civil penalty imposed by Federal,
State, or local law, including additions to tax and additional amounts and assessable penalties
imposed by chapter 68 of the Code; (3) paid in settlement of the taxpayer’s actual or potential
liability for a fine or penalty (civil or criminal); or (4) forfeited as collateral posted in connection
with a proceeding which could result in imposition of such a fine or penalty. Treasury regulation
section 1.162-21(b)(2) provides, among other things, that compensatory damages (including
damages under section 4A of the Clayton Act (15 U.S.C. 15a), as amended) paid to a
government do not constitute a fine or penalty.

House Bill
No provision.

Senate Amendment

The Senate amendment modifies the rules regarding the determination whether payments
are nondeductible payments of fines or penalties under section 162(f). In particular, the bill
generally provides that amounts paid or incurred (whether by suit, agreement, or otherwise) to,

"% The provision does, however, apply to the income tax returns of mutual fund
management companies and advisors.

7S, Rep. 91-552, 91° Cong, 1°' Sess., 273-74 (1969), referring to Tank Truck Rentals,
Inc. v. Commissioner, 356 U.S. 30 (1958).
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or at the direction of, a government in relation to the violation of any law or the investigation or
inquiry into the potential violation of any law '® are nondeductible under any provision of the
income tax provisions.™ The bill applies to deny a deduction for any such payments, including
those where there is no admission of guilt or liability and those made for the purpose of avoiding
further investigation or litigation. An exception applies to payments that the taxpayer establishes
are restitution. '

It is intended that a payment will be treated as restitution only if the payment is required
to be paid to the specific persons, or in relation to the specific property, actually harmed by the
conduct of the taxpayer that resulted in the payment. Thus, a payment to or with respect to a
class broader than the specific persons or property that were actually harmed (e.g., to a class
including similarly situated persons or property) does not qualify as restitution. ™' Restitution is
limited to the amount that bears a substantial quantitative relationship to the harm caused by the
past conduct or actions of the taxpayer that resulted in the payment in question. If the party
harmed 1s a government or other entity, then restitution includes payment to such harmed
government or entity, provided the payment bears a substantial quantitative relationship to the
harm. However, restitution does not include reimbursement of government investigative or
litigation costs, or payments to whistleblowers.

Amounts paid or incurred (whether by suit, agreement, or otherwise) to, or at the
direction of| any self-regulatory entity that regulates a financial market or other market that is a
qualified board or exchange under section 1256(g)(7), and that is authorized to impose sanctions
(e.g., the National Association of Securities Dealers) are likewise subject to the provision if paid
in relation to a violation, or investigation or inquiry into a potential violation, of any law (or any
rule or other requirement of such entity). To the extent provided in regulations, amounts paid or
incurred to, or at the direction of, any other nongovernmental entity that exercises self-regulatory
powers as part of performing an essential governmental function are similarly subject to the
provision. The exception for payments that the taxpayer establishes are restitution likewise
applies in these cases.

"% The bill does not affect amounts paid or incurred in performing routine audits or
reviews such as annual audits that are required of all organizations or individuals in a similar
business sector, or profession, as a requirement for being allowed to conduct business. However,
if the government or regulator raised an issue of compliance and a payment is required in
settlement of such issue, the bill would affect that payment.

"% The bill provides that such amounts are nondeductible under chapter 1 of the Internal
Revenue Code.

" The bill does not affect the treatment of antitrust payments made under section 4 of
the Clayton Act, which will continue to be governed by the provisions of section 162(g).

' Similarly, a payment to a charitable organization benefitting a broader class than the
persons or property actually harmed, or to be paid out without a substantial quantitative
relationship to the harm caused, would not qualify as restitution. Under the provision, such a
payment not deductible under section 162 would also not be deductible under section 170.
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No inference is intended as to the treatment of payments as nondeductible fines or
penalties under present law. In particular, the Senate amendment is not intended to limit the
scope of present-law section 162(f) or the regulations thereunder.

Effective date.—The Senate amendment is effective for amounts paid or incurred on or
after April 28, 2003; however the proposal does not apply to amounts paid or incurred under any
binding order or agreement entered into before such date. Any order or agreement requiring
court approval is not a binding order or agreement for this purpose unless such approval was
obtained on or before April 27, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

4. Denial of deduction for punitive damages (sec. 334 of the Senate amendment and sec. 162
of the Code)

Present Law

In general, a deduction is allowed for all ordinary and necessary expenses that are paid or
incurred by the taxpayer during the taxable year in carrying on any trade or business.'”
However, no deduction is allowed for any payment that is made to an official of any
governmental agency if the payment constitutes an illegal bribe or kickback or if the payment is
to an official or employee of a foreign government and is illegal under Federal law."” In
addition, no deduction is allowed under present law for any fine or similar payment made to a
government for violation of any law."” Furthermore, no deduction is permitted for two-thirds of
any damage payments made by a taxpayer who is convicted of a violation of the Clayton
antitrust law or any related antitrust law.'”

In general, gross income does not include amounts received on account of personal
physical injuries and physical sickness. % However, this exclusion does not apply to punitive
damages."”’

192

Sec. 162(a).

% Sec. 162(c).

194

Sec. 162(f).

195

Sec. 162(g).
196

Sec. 104(a).

97 Sec. 104(a)(2).
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House Bill
No provision.

Senate Amendment

The Senate amendment denies any deduction for punitive damages that are paid or
incurred by the taxpayer as a result of a judgment or in settlement of a claim. If the liability for
punitive damages is covered by insurance, any such punitive damages paid by the insurer are
included in gross income of the insured person and the insurer is required to report such amounts
to both the insured person and the IRS.

Effective date.~The Senate amendment provision is effective for punitive damages that
are paid or incurred on or after the date of enactment.

Conference Asreement

The conference agreement does not include the Senate amendment provision.

5. Criminal tax fraud (sec. 335 of the Senate amendment and secs. 7201, 7203, and 7206 of
the Code)

Present Law

Attempt to evade or defeat tax

In general, section 7201 imposes a criminal penalty on persons who willfully attempt to
evade or defeat any tax imposed by the Code. Upon conviction, the Code provides that the
penalty is up to $100,000 or imprisonment of not more than five years (or both). In the case of a
corporation, the Code increases the monetary penalty to a maximum of $500,000.

Willful failure to file return, supply information. or pay tax

In general, section 7203 imposes a criminal penalty on persons required to make
estimated tax payments, pay taxes, keep records, or supply information under the Code who
willfully fails to do so. Upon conviction, the Code provides that the penalty is up to $25,000 or
imprisonment of not more than one year (or both). In the case of a corporation, the Code
increases the monetary penalty to a maximum of $100,000.

Fraud and false statements

In general, section 7206 imposes a criminal penalty on persons who make fraudulent or
false statements under the Code. Upon conviction, the Code provides that the penalty is up to
$100,000 or imprisonment of not more than three years (or both). In the case of a corporation,
the Code increases the monetary penalty to a maximum of $500,000.
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Uniform sentencing guidelines

Under the uniform sentencing guidelines established by 18 U.S.C. 3571, a defendant
found guilty of a criminal offense is subject to a maximum fine that is the greatest of: (a) the
amount specified in the underlying provision, (b) for a felony' $250,000 for an individual or
$500,000 for an organization, or (c) twice the gross gain if a person derives pecuniary gain from
the offense. This Title 18 provision applies to all criminal provisions in the United States Code,
including those in the Internal Revenue Code. For example, for an individual, the maximum fine
under present law upon conviction of violating section 7206 is $250,000 or, if greater, twice the
amount of gross gain from the offense.

House Bill
No provision.

Senate Amendment

Attempt to evade or defeat tax

The Senate amendment increases the criminal penalty under section 7201 of the Code for
individuals to $250,000 and for corporations to $1,000,000. The Senate amendment increases
the maximum prison sentence to ten years.

Willful failure to file return, supplv information, or pav tax

The Senate amendment increases the criminal penalty under section 7203 of the Code
from a misdemeanor to a felony and increases the maximum prison sentence to ten years.

Fraud and false statements

The Senate amendment increases the criminal penalty under section 7206 of the Code for
individuals to $250,000 and for corporations to $1,000,000. The Senate amendment increases
the maximum prison sentence to five years. The Senate amendment also provides that in no
event shall the amount of the monetary penalty under this provision be less than the amount of
the underpayment or overpayment attributable to fraud.

Effective date
The provision is effective for offenses committed after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

"% Section 7206 states that making fraudulent or false statements under the Code is a
felony. In addition, this offense is a felony pursuant to the classification guidelines of 18 U.S.C.
3559(a)(5).
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6. Executive compensation reforms (sec. 336, 337 and 338 of the Senate amendment and
sec. 83 and new sec. 409A of the Code)

Present Law

Property transferred in connection with the performance of services

Section 83 applies to transfers of property in connection with the performance of
services. Under section 83, if, in connection with the performance of services, property is
transferred to any person other than the person for whom such services are performed, the excess
of the fair market value of such property over the amount (if any) paid for the property is
includible in income at the first time that the property is transferable or not subject to substantial
risk of forfeiture.

Stock granted to an employee (or other service provider) is subject to the rules that apply
under section 83. When stock is vested and transferred to an employee, the excess of the fair
market value of the stock over the amount, if any, the employee pays for the stock is includible
in the employee’s income for the year in which the transfer occurs.

The income taxation of a nonqualified stock option is determined under section 83 and
depends on whether the option has a readily ascertainable fair market value. If the nonqualified
option does not have a readily ascertainable fair market value at the time of grant, no amount is
includible in the gross income of the recipient with respect to the option until the recipient
exercises the option. The transfer of stock on exercise of the option is subject to the general
rules of section 83. That is, if vested stock is received on exercise of the option, the excess of the
fair market value of the stock over the option price is includible in the recipient’s gross income
as ordinary income in the taxable year in which the option is exercised. If the stock received on
exercise of the option is not vested, the excess of the fair market value of the stock at the time of
vesting over the option price is includible in the recipient’s income for the year in which vesting
occurs unless the recipient elects to apply section 83 at the time of exercise.

Other forms of stock-based compensation are also subject to the rules of section 83.

Nonqualified deferred compensation

The determination of when amounts deferred under a nonqualified deferred compensation
arrangement are includible in the gross income of the individual earning the compensation
depends on the facts and circumstances of the arrangement. A variety of tax principles and Code
provisions may be relevant in making this determination, including the doctrine of constructive
receipt, the economic benefit doctrine,'” the provisions of section 83 relating generally to
transfers of property in connection with the performance of services, and provisions relating
specifically to nonexempt employee trusts (sec. 402(b)) and nonqualified annuities (sec. 403(c)).

" See, e.g., Sproull v. Commissioner, 16 T.C. 244 (1951), aff’d per curiam, 194 F.2d
541 (6th Cir. 1952); Rev. Rul. 60-31, 1960-1 C.B. 174.
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In general, the time for income inclusion of nonqualified deferred compensation depends
on whether the arrangement is unfunded or funded. If the arrangement is unfunded, then the
compensation is generally includible in income when it is actually or constructively received. If
the arrangement is funded, then income is includible for the year in which the individual’s rights
are transferable or not subject to a substantial risk of forfeiture.

Nonqualified deferred compensation is generally subject to social security and Medicare
tax when it is earned (i.e., when services are performed), unless the nonqualified deferred
compensation is subject to a substantial risk of forfeiture. If nonqualified deferred compensation
is subject to a substantial risk of forfeiture, it is subject to social security and Medicare tax when
the risk of forfeiture is removed (i.e., when the right to the nonqualified deferred compensation
vests). This treatment is not affected by whether the arrangement is funded or unfunded, which
is relevant in determining when amounts are includible in income (and subject to income tax
withholding).

In general, an arrangement is considered funded if there has been a transfer of property
under section 83. Under that section, a transfer of property occurs when a person acquires a
beneficial ownership interest in such property. The term “property” is defined very broadly for
purposes of section 83.2% Property includes real and personal property other than money or an
unfunded and unsecured promise to pay money in the future. Property also includes a beneficial
interest in assets (including money) that are transferred or set aside from claims of the creditors
of the transferor, for example, in a trust or escrow account. Accordingly, if, in connection with
the performance of services, vested contributions are made to a trust on an individual’s behalf
and the trust assets may be used solely to provide future payments to the individual, the payment
of the contributions to the trust constitutes a transfer of property to the individual that is taxable
under section 83. On the other hand, deferred amounts are generally not includible in income in
situations where nonqualified deferred compensation is payable from general corporate funds
that are subject to the claims of general creditors, as such amounts are treated as unfunded and
unsecured promises to pay money or property in the future.

As discussed above, if the arrangement is unfunded, then the compensation is generally
includible in income when it is actually or constructively received under section 451. Income is
constructively received when it is credited to an individual’s account, set apart, or otherwise
made available so that it can be drawn on at any time. Income is not constructively received if
the taxpayer’s control of its receipt is subject to substantial limitations or restrictions. A
requirement to relinquish a valuable right in order to make withdrawals is generally treated as a
substantial limitation or restriction.

Rabbi trusts

Arrangements have developed in an effort to provide employees with security for
nonqualified deferred compensation, while still allowing deferral of income inclusion. A “rabbi
trust” is a trust or other fund established by the employer to hold assets from which nonqualified

%0 Treas. Reg. sec. 1.83-3(e). This definition in part reflects previous IRS rulings on
nonqualified deferred compensation.
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deferred compensation payments will be made. The trust or fund is generally irrevocable and
does not permit the employer to use the assets for purposes other than to provide nonqualified
deferred compensation, except that the terms of the trust or fund provide that the assets are
subject to the claims of the employer’s creditors in the case of insolvency or bankruptcy.

As discussed above, for purposes of section 83, property includes a beneficial interest in
assets set aside from the claims of creditors, such as in a trust or fund, but does not include an
unfunded and unsecured promise to pay money in the future. In the case of a rabbi trust, terms
providing that the assets are subject to the claims of creditors of the employer in the case of
msolvency or bankruptcy have been the basis for the conclusion that the creation of a rabbi trust
does not cause the related nonqualified deferred compensation arrangement to be funded for
income tax purposes.””’ As a result, no amount is included in income by reason of the rabbi
trust; generally incone inclusion occurs as payments are made from the trust.

The IRS has issued guidance setting forth model rabbi trust provisions.”” Revenue
Procedure 92-64 provides a safe harbor for taxpayers who adopt and maintain grantor trusts in
connection with unfunded deferred compensation arrangements. The model trust language
requires that the trust provide that all assets of the trust are subject to the claims of the general
creditors of the company in the event of the company’s insolvency or bankruptcy.

Since the concept of rabbi trusts was developed, arrangements have developed which
attempt to protect the assets from creditors despite the terms of the trust. Arrangements also
have developed which effectively allow deferred amounts to be available to individuals, while
still meeting the safe harbor requirements set forth by the IRS.

House Bill
No provision.

Senate Amendment

Taxation of nonqualified deferred compensation funded with assets located outside of the
United States

The Senate amendment provides that assets that are designated or otherwise available for
the use of providing nonqualified deferred compensation and are located outside the United
States (e.g., in a foreign trust, arrangement or account) are not treated as subject to the claims of
general creditors. Therefore, to the extent of such assets, nonqualified deferred compensation
amounts are not treated as unfunded and unsecured promises to pay, but are treated as property
under section 83 and includible in income when the right to the compensationis no longer

' This conclusion was first provided in a 1980 private ruling issued by the IRS with
respect to an arrangement covering a rabbi; hence the popular name “rabbi trust.” Priv. Ltr. Rul.
8113107 (Dec. 31, 1980).

%2 Rev. Proc. 92-64, 1992-2 C.B. 422, modified in part by Notice 2000-56, 2000-2 C.B.
393.
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subject to a substantial risk of forfeiture, regardless of when the compensation is paid. No
inference is intended that nonqualified deferred compensation assets located outside of the U.S.
would be treated as subject to the claims of creditors under present law.

The Senate amendment does not apply to assets located in a foreign jurisdiction if
substantially all of the services to which the nonqualified deferred compensation relates are
performed in such foreign jurisdiction.

The Senate amendment is specifically intended to apply to foreign trusts and
arrangements that effectively shield from the claims of general creditors any assets intended to
satisfy nonqualified deferred compensation obligations. The Senate amendment provides the
Secretary of the Treasury authority to prescribe regulations as are necessary to carry out the
provision and to provide additional exceptions for specific arrangements which do not result in
improper deferral of U.S. tax if the assets involved in the arrangement are readily accessible in
any insolvency or bankruptcy proceeding.

Inclusion in oross income of funded deferred compensation of corporate insiders

Under the Senate amendment, if an employer maintains a funded deferred compensation
plan,”® compensation of any disqualified individual which is deferred under the plan is
includible in the gross income of the individual or beneficiary for the first taxable year in which
there is no substantial risk of forfeiture.”®

Under the Senate amendment, a plan is treated as a funded deferred compensation plan
unless (1) the employee’s rights to the compensation deferred under the plan, and all income
attributable to such amounts, are no greater than the rights of a general creditor of the employer;
(2) until made available to the participant or beneficiary, all amounts set aside (directly or
indirectly) for the purposes of paying the deferred compensation, and all income attributable to
such amounts, remain solely the property of the employer and are not restricted to the provision
of benefits under the plan; (3) at all times (not merely after bankruptcy or insolvency), all
amounts set aside are available to satisfy the claims of the employer’s general creditors; and (4)
investment options under which a participant may elect under the nonqualified deferred
compensation plan are the same as those which may be elected by participants of the qualified
employer plan that has the fewest investment options. Under the Senate amendment, 1f amounts
are set aside for the exclusive purpose of paying deferred compensation benefits, the plan is
treated as a funded plan. Amounts set aside in an employer’s general assets, even if such assets
are segregated for bookkeeping or accounting purposes, which are not restricted to the payment

25 A plan includes an agreement or arrangement.

%4 Compensation is treated as subject to a substantial risk of forfeiture if the rights to
such compensation are conditioned upon the future performance of substantial services by any
individual. Ifan arrangement is treated as a funded deferred compensation plan under the
provision, amounts may be includible in gross income before they are paid or made available. In
determining the tax treatment of amounts available under the plan, the rules applicable to the
taxation of annuities apply.
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of deferred compensation, and are subject to the claims of general creditors, are not treated as
funded if the other requirements under the provision are satisfied.

An employee’s right to deferred compensation is treated as greater than the rights of
general creditors unless (1) the deferred compensation, and all income attributable to such
amounts, is payable only upon separation from service, disability, death, or at a specified time
(or pursuant to a fixed schedule) and (2) the plan does not permit the acceleration of the time of
such payments by reason of any event. Amounts payable upon a specified event are not treated
as amounts payable at a specified time. For example, amounts payable when an individual
attains age 65 are payable at a specified time, while amounts payable when an individual’s child
begins college are payable by reason of an event. Disability is defined as under the Social
Security Act. Under such definition, an individual is considered to be disabled if he is unable to
engage in any substantial gainful activity by reason of any medically determinable physical or
mental impairment which can be expected to result in death or which has lasted or can be
expected to last for a continuous period of not less than twelve months. A plan which allows
payment of deferred compensation or earnings other than upon separation from service,
disability, death, or specified time, or allows for any acceleration of payments, is treated as
funded and compensation deferred under such plan is includible in income when the rights to
such compensation are not subject to a substantial risk of forfeiture.

Even if an employee’s rights are treated as no greater than the rights of general creditors
in compliance with the previously discussed criteria, if the employer and employee agree to a
modification of the plan that accelerates the time for payment of deferred compensation, then all
compensation previously deferred is includible in gross income for the taxable year in which the
modification takes effect. In addition, upon such a modification, the taxpayer is required to pay
interest at the underpayment rate on the underpayments that would have occurred had the
deferred compensation been includible in gross income on the earliest date that there is no
substantial risk of forfeiture of the right to the compensation. Such interest is treated as interest
on an underpayment of tax.

With respect to amounts set aside in a trust, a plan is treated as failing to meet the
requirement that amounts set aside remain solely the property of the employer and are not
restricted to the payment of benefits under the plan unless certain specified criteria are met: (1)
the employee must have no beneficial interest in the trust; (2) assets in the trust must be available
to satisfy the claims of general creditors at all times (not merely after bankruptcy or insolvency);
and (3) no factor can exist which would make it more difficult for general creditors to reach the
assets in the trust than it would be if the trust assets were held directly by the employer in the
United States. The location of the trust outside of the United States is such a prohibited factor,
unless substantially all of the services to which the nonqualified deferred compensation relates
are performed in such foreign jurisdiction. The Senate amendment provides the Secretary of the
Treasury authority to provide additional exceptions from the requirement for specific
arrangements which do not result in improper deferral of U.S. tax if the assets involved in the
arrangeme nt are readily accessible to general creditors. If any of the criteria are not satisfied, the
trust is treated as a funded arrangement and compensation deferred is includible in gross income
when such compensation is not subject to a substantial risk of forfeiture.
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A disqualified individual is any individual who, with respect to a corporation, is subject
to the requirements of section 16(a) of the Securities Act of 1934, or would be subject to such
requirements if such corporation were an issuer of equity securities referred to in that section.
Generally, disqualified individuals include officers (as defined by section 16(a)),”” directors, or
10-percent owners of both private and publicly-held corporations.

A funded deferred compensation plan does not include a qualified retirement plan or
annuity, a tax-sheltered annuity, a simplified employee pension, a simple retirement account,
certain plans funded solely by employee contributions, a governmental plan, or a plan of a tax-
exempt organization. Present law rules continue to apply to plans or arrangements not subject to
the Senate amendment (e.g., secs. 401(a), 403(b), and 457).

It is not intended that the Senate amendment change the tax treatment of trusts under
section 402(b) or of any arrangements under which amounts are otherwise includible in income.
It is not intended that the Senate amendment change the rules applicable to an employer’s
deduction for nonqualified deferred compensation.

The Senate amendment provides the Secretary of the Treasury authority to prescribe
regulations as are necessary to carry out the provision.

Denial of deferral of certain stock option and restricted stock gains

Under the Senate amendment, gains attributable to stock options (including exercises of
stock options), vesting of restricted stock, and other employer security based compensation
cannot be deferred by electing to receive a future payment in lieu of such amounts. The Senate
amendment applies even if the future right to payment is treated as an unfunded to promise to

pay.

The Senate amendment is not intended to imply that such practices result in permissive
deferral of income under present law.

Effective date

The Senate amendment relating to nonqualified deferred compensation assets located
outside of the United States is effective for amounts deferred in taxable years beginning after
December 31, 2003.

The Senate amendment requiring inclusion in income of funded nonqualified deferred
compensation of corporate insiders is effective for amounts deferred in taxable years beginning
after December 31, 2003.

%5 An officer is defined as the president, principal financial officer, principal accounting
officer (or, if there is no such accounting officer, the controller), any vice-president in charge of
a principal business unit, division or function (such as sales, administration or finance), any other
officer who performs a policy-making function, or any other person who performs similar
policy-making functions.
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The Senate amendment denying deferral of certain stock option and restricted stock gains
is effective for exchanges after December 31, 2003.

Conference Agreement

The conference agreement does not include the Senate ame ndment provisions.

7. Increase in withholding from supplemental wage payments in excess of $1 million
(sec. 339 of the Senate amendment and sec. 13273 of the Revenue Reconciliation Act of
1993)

Present Law

An employer must withhold income taxes from wages paid to employees; there are
several possible methods for determining the amount of income tax to be withheld. The IRS
publishes tables (Publication 15, “Circular E”) to be used in determining the amount of income
tax to be withheld. The tables generally reflect the income tax rates under the Code so that
withholding approximates the ultimate tax liability with respect to the wage payments. In some
cases, “supplemental” wage payments (e.g., bonuses or commissions) may be subject to
withholdig% at a flat rate,” based on the third lowest income tax rate under the Code (27 percent
for 2003).

House Bill
No provision.

Senate Amendment

Under the Senate amendment, once annual supplemental wage payments to an employee
exceed $1 million, any additional supplemental wage payments to the employee in that year are
subject to withholding at the highest income tax rate (38.6 percent for 2003), regardless of any
other withholding rules and regardless of the employee’s Form W-4.

This rule applies only for purposes of wage withholding; other types of withholding (such
as pension withholding and backup withholding) are not affected.

Effective date.—The provision is effective with respect to payments made after
December 31, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

206 gec. 13273 of the Revenue Reconciliation Act of 1993.

27 Sec. 101(c)(11) of the Economic Growth and Tax Relief Reconciliation Act of 2001.
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D. International Provisions

1. Impose mark-to-market on individuals who expatriate (sec. 340 of the Senate
amendment and secs. 102, 877, 2107, 2501, 7701 and 6039G of the Code)

Present Law

In general

U.S. citizens and residents generally are subject to U.S. income taxation on their
worldwide income. The U.S. tax may be reduced or offset by a credit allowed for foreign income
taxes paid with respect to foreign-source income. Nonresidents who are not U.S. citizens are
taxed at a flat rate of 30 percent (or a lower treaty rate) on certain types of passive income
derived from U.S. sources, and at regular graduated rates on net profits derived from a U.S.
business.

Income tax rules with respect to expatriates

An individual who relinquishes his or her U.S. citizenship or terminates his or her U.S.
residency with a principal purpose of avoiding U.S. taxes is subject to an alternative method of
income taxation for the 10 taxable years ending after the expatriation or residency termination
under section 877. The alternative method of taxation for expatriates modifies the rules
generally applicable to the taxation of nonresident noncitizens in several ways. First, the
individual is subject to tax on his or her U.S.-source income at the rates applicable to U.S.
citizens rather than the rates applicable to other nonresident noncitizens. Unlike U.S. citizens,
however, individuals subject to section 877 are not taxed on foreign-source income. Second, the
scope of items treated as U.S.-source income for section 877 purposes is broader than those
items generally considered to be U.S.-source income under the Code.”® Third, individuals
subject to section 877 are taxed on exchanges of certain types of property that give rise to U.S.-
source income for property that gives rise to foreign-source income.”” Fourth, an individual
subject to section 877 who contributes property to a controlled foreign corporation is treated as
receiving income or gain from such property directly and is taxable on such income or gain. The
alternative method of taxation for expatriates applies only if it results in a higher U.S. tax

% For example, gains on the sale or exchange of personal property located in the United
States, and gains on the sale or exchange of stocks and securities issued by U.S. persons,
generally are not considered to be U.S.-source income under the Code. Thus, such gains would
not be taxable to a nonresident noncitizen. However, if an individual is subject to the alternative
regime under sec. 877, such gains are treated as U.S.-source income with respect to that
individual.

% For example, a former citizen who is subject to the alternative tax regime and who
removes appreciated artwork that he or she owns from the United States could be subject to
immediate U.S. tax on the appreciation. In this regard, the removal from the United States of
appreciated tangible personal property having an aggregate fair market value in excess of
$250,000 within the 15-year period beginning five years prior to the expatriation will be treated
as an “exchange” subject to these rules.
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liability than would otherwise be determined if the individual were taxed as a nonresident
noncitizen.

The expatriation tax provisions apply to long-term residents of the United States whose
U.S. residency is terminated. For this purpose, a long-term resident is any individual who was a
lawful permanent resident of the United States for at least 8 out of the 15 taxable years ending
with the year in which such termination occurs. In applying the 8-year test, an individual is not
considered to be a lawful permanent resident for any year in which the individual is treated as a
resident of another country under a treaty tie-breaker rule (and the individual does not elect to
waive the benefits of such treaty).

Subject to the exceptions described below, an individual is treated as having expatriated
or terminated residency with a principal purpose of avoiding U.S. taxes if either: (1) the
individual’s average annual U.S. Federal income tax liability for the 5 taxable years ending
before the date of the individual’s loss of U.S. citizenship or termination of U.S. residency is
greater than $100,000 (the “tax liability test”), or (2) the individual’s net worth as of the date of
such loss or termination is $500,000 or more (the “net worth test”). The dollar amount
thresholds contained in the tax liability test and the net worth test are indexed for inflation in the
case of a loss of citizenship or termination of residency occurring in any calendar year after
1996. An individual who falls below these thresholds is not automatically treated as having a
principal purpose of tax avoidance, but nevertheless is subject to the expatriation tax provisions
if the individual’s loss of citizenship or termination of residency in fact did have as one of its
principal purposes the avoidance of tax.

Certain exceptions from the treatment that an individual relinquished his or her U.S.
citizenship or terminated his or her U.S. residency for tax avoidance purposes may also apply.
For example, a U.S. citizen who loses his or her citizenship and who satisfies either the tax
liability test or the net worth test (described above) can avoid being deemed to have a principal
purpose of tax avoidance if the individual falls within certain categories (such as being a dual
citizen) and the individual, within one year from the date of loss of citizenship, submits a ruling
request for a determination by the Secretary of the Treasury as to whether such loss had as one of
its principal purposes the avoidance of taxes.

Estate tax rules with respect to expatriates

Nonresident noncitizens generally are subject to estate tax on certain transfers of U.S.-
situated property at death.?'  Such property includes real estate and tangible property located
within the United States. Moreover, for estate tax purposes, stock held by nonresident
noncitizens is treated as U.S.-situated if issued by a U.S. corporation.

2% The Economic Growth and Tax Relief Reconciliation Act of 2001 (the “Act”)
repealed the estate tax for estates of decedents dying after December 31, 2009. However, the
Act included a “sunset” provision, pursuant to which the Act’s provisions (including estate tax
repeal) do not apply to estates of decedents dying after December 31, 2010.
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Special rules apply to U.S. citizens who relinquish their citizenship and long-term
residents who terminate their U.S. residency within the 10 years prior to the date of death, unless
the loss of status did not have as one its principal purposes the avoidance of tax (sec. 2107).
Under these rules, the decedent’s estate includes the proportion of the decedent’s stock in a
foreign corporation that the fair market value of the U.S.-situs assets owned by the corporation
bears to the total assets of the corporation. This rule applies only if (1) the decedent owned,
directly, at death 10 percent or more of the combined voting power of all voting stock of the
corporation and (2) the decedent owned, directly or indirectly, at death more than 50 percent of
the total voting stock of the corporation or more than 50 percent of the total value of all stock of
the corporation.

Taxpayers are deemed to have a principal purpose of tax avoidance if they meet the five-
year tax liability test or the net worth test, discussed above. Exceptions from this tax avoidance
treatment apply in the same circumstances as those described above (relating to certain dual
citizens and other individuals who submit a timely and complete ruling request with the IRS as to
whether their expatriation or residency termination had a principal purpose of tax avoidance).

Gift tax rules with respect to expatriates

Nonresident noncitizens generally are subject to gift tax on certain transfers by gift of
U.S.-situated property. Such property includes real estate and tangible property located within
the United States. Unlike the estate tax rules for U.S. stock held by nonresidents, however,
nonresident noncitizens generally are not subject to U.S. gift tax on the transfer of intangibles,
such as stock or securities, regardless of where such property is situated.

Special rules apply to U.S. citizens who relinquish their U.S. citizenship or long-term
residents of the United States who terminate their U.S. residency within the 10 years prior to the
date of transfer, unless such loss did not have as one of its principal purposes the avoidance of
tax (sec. 2501(a)(3)). Under these rules, nonresident noncitizens are subject to gift tax on
transfers of intangibles, such as stock or securities. Taxpayers are deemed to have a principal
purpose of tax avoidance if they meet the five-year tax liability test or the net worth test,
discussed above. Exceptions from this tax avoidance treatment apply in the same circumstances
as those described above (relating to certain dual citizens and other individuals who submit a
timely and complete ruling request with the IRS as to whether their expatriation or residency
termination had a principal purpose of tax avoidance).

Other tax rules with respect to expatriates

The expatriation tax provisions permit a credit against the U.S. tax imposed under such
provisions for any foreign income, gift, estate, or similar taxes paid with respect to the items
subject to such taxation. This credit is available only against the tax imposed solely as a result of
the expatriation tax provisions, and is not available to be used to offset any other U.S. tax
liability.

In addition, certain information reporting requirements apply. Under these rules, a U.S.

citizen who loses his or her citizenship is required to provide a statement to the State Department
(or other designated government entity) that includes the individual's social security number,
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forwarding foreign address, new country of residence and citizenship, a balance sheet in the case
of individuals with a net worth of at least $500,000, and such other information as the Secretary
may prescribe. The information statement must be provided no later than the earliest day on
which the individual (1) renounces the individual’s U.S. nationality before a diplomatic or
consular officer of the United States, (2) furnishes to the U.S. Department of State a statement of
voluntary relinquishment of U.S. nationality confirming an act of expatriation, (3) is issued a
certificate of loss of U.S. nationality by the U.S. Department of State, or (4) loses U.S.
nationality because the individual’s certificate of naturalization is canceled by a U.S. court. The
entity to which such statement is to be provided is required to provide to the Secretary of the
Treasury copies of all statements received and the names of individuals who refuse to provide
such statements. A long-term resident whose U.S. residency is terminated is required to attach a
similar statement to his or her U.S. income tax return for the year of such termination. An
individual's failure to provide the required statement results in the imposition of a penalty for
each year the failure continues equal to the greater of (1) 5 percent of the individual's
expatriation tax liability for such year, or (2) $1,000.

The State Department is required to provide the Secretary of the Treasury with a copy of
each certificate of loss of nationality approved by the State Department. Similarly, the agency
administering the immigration laws is required to provide the Secretary of the Treasury with the
name of each individual whose status as a lawful permanent resident has been revoked or has
been determined to have been abandoned. Further, the Secretary of the Treasury is required to
publish in the Federal Register the names of all former U.S. citizens with respect to whom it
receives the required statements or whose names or certificates of loss of nationality it receives
under the foregoing information-sharing provisions.

Immigration rules with respect to expatriates

Under U.S. immigration laws, any former U.S. citizen who officially renounces his or her
U.S. citizenship and who is determined by the Attorney General to have renounced for the
purpose of U.S. tax avoidance is ineligible to receive a U.S. visa and will be denied entry into the
United States. This provision was included as an amendment (the “Reed amendment”) to
immigration legislation that was enacted in 1996.

House Bill
No provision.

Senate Amendment

In general

The Senate amendment generally subjects certain U.S. citizens who relinquish their U.S.
citizenship and certain long-term U.S. residents who terminate their U.S. residence to tax on the
net unrealized gain in their property as if such property were sold for fair market value on the
day before the expatriation or residency termination. Gain from the deemed sale is taken into
account at that time without regard to other Code provisions; any loss from the deemed sale
generally would be taken into account to the extent otherwise provided in the Code. Any net
gain on the deemed sale is recognized to the extent it exceeds $600,000 ($1.2 million in the case
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of married individuals filing a joint return, both of whom relinquish citizenship or terminate
residency). The $600,000 amount is increased by a cost of living adjustment factor for calendar
years after 2003.

Individuals covered

Under the Senate amendment, the mark-to-market tax applies to U.S. citizens who
relinquish citizenship and long-term residents who terminate U.S. residency. An individual is a
long-term resident if he or she was a lawful permanent resident for at least eight out of the 15
taxable years ending with the year in which the termination of residency occurs. An individual is
considered to terminate long-term residency when either the individual ceases to be a lawful
permanent resident (i.e., loses his or her green card status), or the individual is treated as a
resident of another country under a tax treaty and the individual does not waive the benefits of
the treaty.

Exceptions from the mark-to-market tax are provided in two situations. The first
exception applies to an individual who was born with citizenship both in the United States and in
another country; provided that (1) as of the expatriation date the individual continues to be a
citizen of, and is taxed as a resident of, such other country, and (2) the individual was not a
resident of the United States for the five taxable years ending with the year of expatriation. The
second exception applies to a U.S. citizen who relinquishes U.S. citizenship before reaching age
18 and a half, provided that the individual was a resident of the United States for no more than
five taxable years before such relinquishment.

Election to be treated as a U.S. citizen

Under the Senate amendment, an individual is permitted to make an irrevocable election
to continue to be taxed as a U.S. citizen with respect to all property that otherwise is covered by
the expatriation tax. This election is an “all or nothing” election; an individual is not permitted
to elect this treatment for some property but not for other property. The election, if made, would
apply to all property that would be subject to the expatriation tax and to any property the basis of
which is determined by reference to such property. Under this election, the individual would
continue to pay U.S. income taxes at the rates applicable to U.S. citizens following expatriation
on any income generated by the property and on any gain realized on the disposition of the
property. In addition, the property would continue to be subject to U.S. gift, estate, and
generation-skipping transfer taxes. In order to make this election, the taxpayer would be
required to waive any treaty rights that would preclude the collection of the tax.

The individual also would be required to provide security to ensure payment of the tax
under this election in such form, manner, and amount as the Secretary of the Treasury requires.
The amount of mark-to-market tax that would have been owed but for this election (including
any interest, penalties, and certain other items) shall be a lien in favor of the United States on all
U.S.-situs property owned by the individual. This lien shall arise on the expatriation date and
shall continue until the tax liability is satisfied, the tax liability has become unenforceable by
reason of lapse of time, or the Secretary is satisfied that no further tax liability may arise by
reason of this provision. The rules of section 6324A(d)(1), (3), and (4) (relating to liens arising
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in connection with the deferral of estate tax under section 6166) apply to liens arising under this
provision.

Date of relinquishment of citizenship

Under the Senate amendment, an individual is treated as having relinquished U.S.
citizenship on the earliest of four possible dates: (1) the date that the individual renounces U.S.
nationality before a diplomatic or consular officer of the United States (provided that the
voluntary relinquishment is later confirmed by the issuance of a certificate of loss of nationality);
(2) the date that the individual furnishes to the State Department a signed statement of voluntary
relinquishment of U.S. nationality confirming the performance of an expatriating act (again,
provided that the voluntary relinquishment is later confirmed by the issuance of a certificate of
loss of nationality); (3) the date that the State Department issues a certificate of loss of
nationality; or (4) the date that a U.S. court cancels a naturalized citizen’s certificate of
naturalization.

Deemed sale of property upon expatriation or residency termination

The deemed sale rule of the Senate amendment generally applies to all property interests
held by the individual on the date of relinquishment of citizenship or termination of residency.
Special rules apply in the case of trust interests, as described below. U.S. real property interests,
which remain subject to U.S. tax in the hands of nonresident noncitizens, generally are excepted
from the provision. Regulatory authority is granted to the Treasury to except other types of
property from the provision.

Under the Senate amendment, an individual who is subject to the mark-to-market tax is
required to pay a tentative tax equal to the amount of tax that would be due for a hypothetical
short tax year ending on the date the individual relinquished citizenship or terminated residency.
Thus, the tentative tax is based on all income, gain, deductions, loss, and credits of the individual
for the year through such date, including amounts realized from the deemed sale of property.
The tentative tax is due on the 90th day after the date of relinquishment of citizenship or
termination of residency.

Retirement plans and similar arrangements

Subject to certain exceptions, the Senate amendment applies to all property interests held
by the individual at the time of relinquishment of citizenship or termination of residency.
Accordingly, such property includes an interest in an employer-sponsored retirement plan or
deferred compensation arrangement as well as an interest in an individual retirement account or
annuity (i.e., an IRA).?"" However, the Senate amendment contains a special rule for an interest
in a “qualified retirement plan.” For purposes of the provision, a “qualified retirement plan™
includes an employer-sponsored qualified plan (sec. 401(a)), a qualified annuity (sec. 403(a)), a
tax-sheltered annuity (sec. 403(b)), an eligible deferred compensation plan of a governmental

A1 Application of the provision is not limited to an interest that meets the definition of
property under section 83 (relating to property transferred in connection with the performance of
services).
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employer (sec. 457(b)), or an IRA (sec. 408). The special retirement plan rule applies also, to the
extent provided in regulations, to any foreign plan or similar retirement arrangement or program.
An interest in a trust that is part of a qualified retirement plan or other arrangement that is subject
to the special retirement plan rule is not subject to the rules for interests in trusts (discussed
below).

Under the special rule, an amount equal to the present value of the individual’s vested,
accrued benefit under a qualified retirement plan is treated as having been received by the
individual as a distribution under the plan on the day before the individual’s relinquishment of
citizenship or termination of residency. It is not intended that the plan would be deemed to have
made a distribution for purposes of the tax-favored status of the plan, such as whether a plan may
permit distributions before a participant has severed employment. In the case of any later
distribution to the individual from the plan, the amount otherwise includible in the individual’s
income as a result of the distribution is reduced to reflect the amount previously included in
mcome under the special retirement plan rule. The amount of the reduction applied to a
distribution is the excess of: (1) the amount included in income under the special retirement plan
rule over (2) the total reductions applied to any prior distributions. However, under the
provision, the retirement plan, and any person acting on the plan’s behalf, will treat any later
distribution in the same manner as the distribution would be treated without regard to the special
retirement plan rule.

It is expected that the Treasury Department will provide guidance for determining the
present value of an individual’s vested, accrued benefit under a qualified retirement plan, such as
the individual’s account balance in the case of a defined contribution plan or an IRA, or present
value determined under the qualified joint and survivor annuity rules applicable to a defined
benefit plan (sec. 417(e)).

Deferral of pavment of tax

Under the Senate amendment, an individual is permitted to elect to defer payment of the
mark-to-market tax imposed on the deemed sale of the property. Interest is charged for the
period the tax is deferred at a rate two percentage points higher than the rate normally applicable
to individual underpayments. Under this election, the mark-to-market tax attributable to a
particular property is due when the property is disposed of (or, if the property is disposed of in
whole or in part in a nonrecognition transaction, at such other time as the Secretary may
prescribe). The mark-to-market tax attributable to a particular property is an amount that bears
the same ratio to the total mark-to-market tax for the year as the gain taken into account with
respect to such property bears to the total gain taken into account under these rules for the year.
The deferral of the mark-to-market tax may not be extended beyond the individual’s death.

In order to elect deferral of the mark-to-market tax, the individual is required to provide
adequate security to the Treasury to ensure that the deferred tax and interest will be paid. Other
security mechanisms are permitted provided that the individual establishes to the satisfaction of
the Secretary that the security is adequate. In the event that the security provided with respect to
a particular property subsequently becomes inadequate and the individual fails to correct the
situation, the deferred tax and the interest with respect to such property will become due! Asa
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further condition to making the election, the individual is required to consent to the waiver of
any treaty rights that would preclude the collection of the tax.

The deferred amount (including any interest, penalties, and certain other items) shall be a
lien in favor of the United States on all U.S.-situs property owned by the individual. This lien
shall arise on the expatriation date and shall continue until the tax liability is satisfied, the tax
liability has become unenforceable by reason of lapse of time, or the Secretary is satisfied that no
further tax liability may arise by reason of this provision. The rules of section 6324A(d)(1), (3),
and (4) (relating to liens arising in connection with the deferral of estate tax under section 6166)
apply to liens arising under this provision.

Interests in trusts

Under the Senate amendment, detailed rules apply to trust interests held by an individual
at the time of relinquishment of citizenship or termination of residency. The treatment of trust
interests depends on whether the trust is a qualified trust. A trust is a qualified trust if a court
within the United States is able to exercise primary supervision over the administration of the
trust and one or more U.S. persons have the authority to control all substantial decisions of the
trust.

Constructive ownership rules apply to a trust beneficiary that is a corporation,
partnership, trust, or estate. In such cases, the shareholders, partners, or beneficiaries of the
entity are deemed to be the direct beneficiaries of the trust for purposes of applying these
provisions. In addition, an individual who holds (or who is treated as holding) a trust instrument
at the time of relinquishment of citizenship or termination of residency is required to disclose on
his or her tax return the methodology used to determine his or her interest in the trust, and
whether such individual knows (or has reason to know) that any other beneficiary of the trust
uses a different method.

Nongqualified trusts.—If an individual holds an interest in a trust that is not a qualified
trust, a special rule applies for purposes of determining the amount of the mark-to-market tax due
with respect to such trust interest. The individual’s interest in the trust is treated as a separate
trust consisting of the trust assets allocable to such interest. Such separate trust is treated as
having sold its net assets as of the date of relinquishment of citizenship or termination of
residency and having distributed the assets to the individual, who then is treated as having
recontributed the assets to the trust. The individual is subject to the mark-to-market tax with
respect to any net income or gain arising from the deemed distribution from the trust.

The election to defer payment is available for the mark-to-market tax attributable to a
nonqualified trust interest. Interest is charged for the period the tax is deferred at a rate two
percentage points higher than the rate normally applicable to individual underpayments. A
beneficiary’s interest in a nonqualified trust is determined under all the facts and circumstances,
including the trust instrument, letters of wishes, and historical patterns of trust distributions.

Qualified trusts.—If an individual has an interest in a qualified trust, the amount of
unrealized gain allocable to the individual’s trust interest is calculated at the time of expatriation
or residency termination. In determining this amount, all contingencies and discretionary
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interests are assumed to be resolved in the individual’s favor (i.e., the individual is allocated the
maximum amount that he or she could receive). The mark-to-market tax imposed on such gains
is collected when the individual receives distributions from the trust, or if earlier, upon the
individual’s death. Interest is charged for the period the tax is deferred at a rate two percentage
points higher than the rate normally applicable to individual underpayments.

If an individual has an interest in a qualified trust, the individual is subject to the mark-to-
market tax upon the receipt of distributions from the trust. These distributions also may be
subject to other U.S. income taxes. If a distribution from a qualified trust is made after the
individual relinquishes citizenship or terminates residency, the mark-to-market tax is imposed in
an amount equal to the amount of the distribution multiplied by the highest tax rate generally
applicable to trusts and estates, but in no event will the tax imposed exceed the deferred tax
amount with respect to the trust interest. For this purpose, the deferred tax amount is equal to (1)
the tax calculated with respect to the unrealized gain allocable to the trust interest at the time of
expatriation or residency termination, (2) increased by interest thereon, and (3) reduced by any
mark-to-market tax imposed on prior trust distributions to the individual.

If any individual’s interest in a trust is vested as of the expatriation date (e.g., if the
individual’s interest in the trust is nonrcontingent and nornrdiscretionary), the gain allocable to
the individual’s trust interest is determined based on the trust assets allocable to his or her trust
interest. If the individual’s interest in the trust is not vested as of the expatriation date (e.g., if
the individual’s trust interest is a contingent or discretionary interest), the gain allocable to his or
her trust interest is determined based on all of the trust assets that could be allocable to his or her
trust interest, determined by resolving all contingencies and discretionary powers in the
individual’s favor. In the case where more than one trust beneficiary is subject to the
expatriation tax with respect to trust interests that are not vested, the rules are intended to apply
so that the same unrealized gain with respect to assets in the trust is not taxed to both individuals.

Mark-to-market taxes become due if the trust ceases to be a qualified trust, the individual
disposes of his or her qualified trust interest, or the individual dies. In such cases, the amount of
mark-to-market tax equals the lesser of (1) the tax calculated under the rules for nonqualified
trust interests as of the date of the triggering event, or (2) the deferred tax amount with respect to
the trust interest as of that date.

The tax that is imposed on distributions from a qualified trust generally is deducted and
withheld by the trustees. If the individual does not agree to waive treaty rights that would
preclude collection of the tax, the tax with respect to such distributions is imposed on the trust,
the trustee is personally liable for the tax, and any other beneficiary has a right of contribution
against such individual with respect to the tax. Similar rules apply when the qualified trust
interest is disposed of, the trust ceases to be a qualified trust, or the individual dies.

Coordination with present-law alternative tax regime

The Senate amendment provides a coordination rule with the present-law alternative tax
regime. Under the provision, the expatriation income tax rules under section 877, and the
expatriation estate and gift tax rules under sections 2107 and 2501(a)(3) (described above), do
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not apply to a former citizen or former long-term resident whose expatriation or residency
termination occurs on or after February 5, 2003.

Treatment of gifts and inheritances from a former citizen or former long-term resident

Under the Senate amendment, the exclusion from income provided in section 102
(relating to exclusions from income for the value of property acquired by gift or inheritance)
does not apply to the value of any property received by gift or inheritance from a former citizen
or former long-term resident (i.e., an individual who relinquished U.S. citizenship or terminated
U.S. residency), subject to the exceptions described above relating to certain dual citizens and
minors. Accordingly, a U.S. taxpayer who receives a gift or inheritance from such an individual
is required to include the value of such gift or inheritance in gross income and is subject to U.S.
tax on such amount. Having included the value of the property in income, the recipient would
then take a basis in the property equal to that value. The tax does not apply to property that is
shown on a timely filed gift tax return and that is a taxable gift by the former citizen or former
long-term resident, or property that is shown on a timely filed estate tax return and included in
the gross U.S. estate of the former citizen or former long-term resident (regardless of whether the
tax liability shown on such a return is reduced by credits, deductions, or exclusions available
under the estate and gift tax rules). In addition, the tax does not apply to property in cases in
which no estate or gift tax return is required to be filed, where no such return would have been
required to be filed if the former citizen or former long-term resident had not relinquished
citizenship or terminated residency, as the case may be. Applicable gifts or bequests that are
made in trust are treated as made to the beneficiaries of the trust in proportion to their respective
interests in the trust.

Information reporting

The Senate amendment provides that certain information reporting requirements under
present law (sec. 6039G) applicable to former citizens and former long-term residents also apply
for purposes of the provision.

Immigration rules

The Senate amendment amends the immigration rules that deny tax-motivated expatriates
reentry into the United States by removing the requirement that the expatriation be tax-
motivated, and instead denies former citizens reentry into the United States if the individual is
determined not to be in compliance with his or her tax obligations under the provision’s
expatriation tax provisions (regardless of the subjective motive for expatriating). For this
purpose, the provision permits the IRS to disclose certain items of return information of an
individual, upon written request of the Attorney General or his delegate, as is necessary for
making a determination under section 212(a)(10)(E) of the Immigration and Nationality Act.
Specifically, the provision would permit the IRS to disclose to the agency administering section
212(a)(10)(E) whether such taxpayer is in compliance with section 877A and identify the items
of noncompliance. Recordkeeping requirements, safeguards, and civil and criminal penalties for
unauthorized disclosure or inspection would apply to return information disclosed under this
provision.
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Effective date

The Senate amendment generally is effective for U.S. citizens who relinquish citizenship
or long-term residents who terminate their residency on or after February 5, 2003. The
provisions relating to gifts and inheritances are effective for gifts and inheritances received from
former citizens and former long-term residents on or after February 5, 2003, whose expatriation
or residency termination occurs on or after such date. The provisions relating to former citizens
under U.S. immigration laws are effective on or after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

2. Provisions to discourage corporate expatriation (secs. 341-343 of the Senate amendment
and secs. 845(a) and 275(a) and new secs. 7874 and S000A of the Code)

(a) Tax treatment of inverted corporate entities
Present Law

Determination of corporate residence

The U.S. tax treatment of a multinational corporate group depends significantly on
whether the top-tier “parent” corporation of the group is domestic or foreign. For purposes of
U.S. tax law, a corporation is treated as domestic if it is incorporated under the law of the United
States or of any State. All other corporations (i.e., those incorporated under the laws of foreign
countries) are treated as foreign. Thus, place of incorporation determines whether a corporation
is treated as domestic or foreign for purposes of U.S. tax law, irrespective of other factors that
might be thought to bear on a corporation’s “nationality,” such as the location of the
corporation’s management activities, employees, business assets, operations, or revenue sources,
the exchanges on which the corporation’s stock is traded, or the residence of the corporation’s
managers and shareholders.

U.S. taxation of domestic corporations

The United States employs a “worldwide” tax system, under which domestic corporations
generally are taxed on all income, whether derived in the United States or abroad. In order to
mitigate the double taxation that may arise from taxing the foreign-source income of a domestic
corporation, a foreign tax credit for income taxes paid to foreign countries is provided to reduce
or eliminate the U.S. tax owed on such income, subject to certain limitations.

Income earned by a domestic parent corporation from foreign operations conducted by
foreign corporate subsidiaries generally is subject to U.S. tax when the income is distributed as a
dividend to the domestic corporation. Until such repatriation, the U.S. tax on such income is
generally deferred. However, certain anti-deferral regimes may cause the domestic parent
corporation to be taxed on a current basis in the United States with respect to certain categories
of passive or highly mobile income earned by its foreign subsidiaries, regardless of whether the
income has been distributed as a dividend to the domestic parent corporation. The main anti-
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deferral regimes in this context are the controlled foreign corporation rules of subpart F*% and
the passive foreign investment company rules.”’® A foreign tax credit is generally available to
offset, in whole or in part, the U.S. tax owed on this foreign-source income, whether repatriated
as an actual dividend or included under one of the anti-deferral regimes.

1U.S. taxation of foreign corporations

The United States taxes foreign corporations only on income that has a sufficient nexus to
the United States. Thus, a foreign corporation is generally subject to U.S. tax only on income
that is “effectively connected” with the conduct of a trade or business in the United States. Such
“effectively connected income” generally is taxed in the same manner and at the same rates as
the income of a U.S. corporation. An applicable tax treaty may limit the imposition of U.S. tax
on business operations of a foreign corporation to cases in which the business is conducted
through a “permanent establishment” in the United States.

In addition, foreign corporations generally are subject to a gross-basis U.S. tax at a flat
30-percent rate on the receipt of interest, dividends, rents, royalties, and certain similar types of
income derived from U.S. sources, subject to certain exceptions. The tax generally 1s collected
by means of withholding by the person making the payment. This tax may be reduced or
eliminated under an applicable tax treaty.

U.S. tax treatment of inversion transactions

Under present law, U.S. corporations may reincorporate in foreign jurisdictions and
thereby replace the U.S. parent corporation of a multinational corporate group with a foreign
parent corporation. These transactions are commonly referred to as “inversion” transactions.
Inversion transactions may take many different forms, including stock inversions, asset
inversions, and various combinations of and variations on the two. Most of the known
transactions to date have been stock inversions. In one example of a stock inversion, a U.S.
corporation forms a foreign corporation, which in turn forms a domestic merger subsidiary. The
domestic merger subsidiary then merges into the U.S. corporation, with the U.S. corporation
surviving, now as a subsidiary of the new foreign corporation. The U.S. corporation’s
shareholders receive shares of the foreign corporation and are treated as having exchanged their
U.S. corporation shares for the foreign corporation shares. An asset inversion reaches a similar
result, but through a direct merger of the top-tier U.S. corporation into a new foreign corporation,
among other possible forms. An inversion transaction may be accompanied or followed by
further restructuring of the corporate group. For example, in the case of a stock inversion, in
order to remove income from foreign operations from the U.S. taxing jurisdiction, the U.S.
corporation may transfer some or all of its foreign subsidiaries directly to the new foreign parent
corporation or other related foreign corporations.

In addition to removing foreign operations from the U.S. taxing jurisdiction, the
corporate group may derive further advantage from the inverted structure by reducing U.S. tax

22 Gecs. 951-964.

23 Qecs. 1291-1298.
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on U.S.-source income through various “earnings stripping” or other transactions. This may
include earnings stripping through payment by a U.S. corporation of deductible amounts such as
interest, royalties, rents, or management service fees to the new foreign parent or other foreign
affiliates. In this respect, the post-inversion structure enables the group to employ the same tax-
reduction strategies that are available to other multinational corporate groups with foreign
parents and U.S. subsidiaries, subject to the same limitations. These limitations under present
law include section 163(j), which limits the deductibility of certain interest paid to related
parties, if the payor’s debt-equity ratio exceeds 1.5 to 1 and the payor’s net interest expense
exceeds 50 percent of its “adjusted taxable income.” More generally, section 482 and the
regulations thereunder require that all transactions between related parties be conducted on terms
consistent with an “arm’s length” standard, and permit the Secretary of the Treasury to reallocate
income and deductions among such parties if that standard is not met.

Inversion transactions may give rise to immediate U.S. tax consequences at the
shareholder and/or the corporate level, depending on the type of inversion. In stock inversions,
the U.S. shareholders generally recognize gain (but not loss) under section 367(a), based on the
difference between the fair market value of the foreign corporation shares received and the
adjusted basis of the domestic corporation stock exchanged. To the extent that a corporation’s
share value has declined, and/or it has many foreign or tax-exempt shareholders, the impact of
this section 367(a) “toll charge” is reduced. The transfer of foreign subsidiaries or other assets to
the foreign parent corporation also may give rise to U.S. tax consequences at the corporate level
(e.g., gain recognition and earnings and profits inclusions under sections 1001, 311(b), 304, 367,
1248 or other provisions). The tax on any income recognized as a result of these restructurings
may be reduced or eliminated through the use of net operating losses, foreign tax credits, and
other tax attributes.

In asset inversions, the U.S. corporation generally recognizes gain (but not loss) under
section 367(a) as though it had sold all of its assets, but the shareholders generally do not
recognize gain or loss, assuming the transaction meets the requirements of a reorganization under
section 368.

House Bill
No provision.

Senate Amendment

In general

The Senate amendment defines two different types of corporate inversion transactions
and establishes a different set of consequences for each type. Certain partnership transactions
also are covered.

Transactions involving at least 80 percent identity of stock ownership

The first type of inversion is a transaction in which, pursuant to a plan or a series of
related transactions: (1) a U.S. corporation becomes a subsidiary of a foreign-incorporated entity

107



or otherwise transfers substantially all of its properties to such an entity;*"* (2) the former
shareholders of the U.S. corporation hold (by reason of holding stock in the U.S. corporation) 80
percent or more (by vote or value) of the stock of the foreign-incorporated entity after the
transaction; and (3) the foreign-incorporated entity, considered together with all companies
connected to it by a chain of greater than 50 percent ownership (i.e., the “expanded affiliated
group”), does not have substantial business activities in the entity’s country of incorporation,
compared to the total worldwide business activities of the expanded affiliated group. The
provision denies the intended tax benefits of this type of inversion by deeming the top-tier
foreign corporation to be a domestic corporation for all purposes of the Code.”"

Except as otherwise provided in regulations, the provision does not apply to a direct or
indirect acquisition of the properties of a U.S. corporation no class of the stock of which was
traded on an established securities market at any time within the four-year period preceding the
acquisition. In determining whether a transaction would meet the definition of an inversion
under the provision, stock held by members of the expanded affiliated group that includes the
foreign incorporated entity is disregarded. For example, if the former top-tier U.S. corporation
receives stock of the foreign incorporated entity (e.g., so-called “hook™ stock), the stock would
not be considered in determining whether the transaction meets the definition. Stock sold in a
public offering (whether initial or secondary) or private placement related to the transaction also
is disregarded for these purposes. Acquisitions with respect to a domestic corporation or
partnership are deemed to be “pursuant to a plan” if they occur within the four-year period
beginning on the date which is two years before the ownership threshold under the provision is
met with respect to such corporation or partnership.

Transfers of properties or liabilities as part of a plan a principal purpose of which is to
avoid the purposes of the provision are disregarded. In addition, the Treasury Secretary is
granted authority to prevent the avoidance of the purposes of the provision, including avoidance
through the use of related persons, pass-through or other noncorporate entities, or other
intermediaries, and through transactions designed to qualify or disqualify a person as a related
person, a member of an expanded affiliated group, or a publicly traded corporation. Similarly,
the Treasury Secretary is granted authority to treat certain non-stock instruments as stock, and
certain stock as not stock, where necessary to carry out the purposes of the provision.

2% 1t is expected that the Treasury Secretary will issue regulations applying the term
“substantially all” in this context and will not be bound in this regard by interpretations of the
term in other contexts under the Code.

215 Since the top-tier foreign corporation is treated for all purposes of the Code as
domestic, the shareholder-level “toll charge” of sec. 367(a) does not apply to these inversion
transactions. However, with respect to inversion transactions completed before 2004, regulated
investment companies and certain similar entities are allowed to elect to recognize gain as if sec.
367(a) did apply.
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Transactions involving oreater than 50 percent but less than 80 percent identitv of stock
ownership

The second type of inversion is a transaction that would meet the definition of an
inversion transaction described above, except that the 80-percent ownership threshold is not met.
In such a case, if a greater-than-50-percent ownership threshold is met, then a second set of rules
applies to the inversion. Under these rules, the inversion transaction is respected (i.e., the foreign
corporation is treated as foreign), but: (1) any applicable corporate-level “toll charges” for
establishing the inverted structure may not be offset by tax attributes such as net operating losses
or foreign tax credits; (2) the IRS is given expanded authority to monitor related-party
transactions that may be used to reduce U.S. tax on U.S.-source income going forward; and (3)
section 163(j), relating to “earnings stripping” through related-party debt, is strengthened. These
measures generally apply for a 10-year period following the inversion transaction. In addition,
inverting entities are required to provide information to shareholders or partners and the IRS with
respect to the inversion transaction.

With respect to “toll charges,” any applicable corporate-level income or gain required to
be recognized under sections 304, 311(b), 367, 1001, 1248, or any other provision with respect to
the transfer of controlled foreign corporation stock or other assets by a U.S. corporation as part
of the inversion transaction or after such transaction to a related foreign person is taxable,
without offset by any tax attributes (e.g., net operating losses or foreign tax credits). To the
extent provided in regulations, this rule will not apply to certain transfers of inventory and
similar transactions conducted in the ordinary course of the taxpayer’s business.

In order to enhance IRS monitoring of related-party transactions, the provision
establishes a new pre-filing procedure. Under this procedure, the taxpayer will be required
annually to submit an application to the IRS for an agreement that all return positions to be taken
by the taxpayer with respect to related-party transactions comply with all relevant provisions of
the Code, including sections 163(j), 267(a)(3), 482, and 845. The Treasury Secretary is given the
authority to specify the form, content, and supporting information required for this application,
as well as the timing for its submission.

The IRS will be required to take one of the following three actions within 90 days of
receiving a complete application from a taxpayer: (1) conclude an agreement with the taxpayer
that the return positions to be taken with respect to related-party transactions comply with all
relevant provisions of the Code; (2) advise the taxpayer that the IRS is satisfied that the
application was made in good faith and substantially complies with the requirements set forth by
the Treasury Secretary for such an application, but that the IRS reserves substantive judgment as
to the tax treatment of the relevant transactions pending the normal audit process; or (3) advise
the taxpayer that the IRS has concluded that the application was not made in good faith or does
not substantially comply with the requirements set forth by the Treasury Secretary.

In the case of a compliance failure described in (3) above (and in cases in which the
taxpayer fails to submit an application), the following sanctions will apply for the taxable year
for which the application was required: (1) no deductions or additions to basis or cost of goods
sold for payments to foreign related parties will be permitted; (2) any transfers or licenses of
intangible property to related foreign parties will be disregarded; and (3) any cost-sharing
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arrangements will not be respected. In such a case, the taxpayer may seek direct review by the
U.S. Tax Court of the IRS’s determination of compliance failure.

If the IRS fails to act on the taxpayer’s application within 90 days of receipt, then the
taxpayer will be treated as having submitted in good faith an application that substantially
complies with the above-referenced requirements. Thus, the deduction disallowance and other
sanctions described above will not apply, but the IRS will be able to examine the transactions at
1ssue under the normal audit process. The IRS is authorized to request that the taxpayer extend
this 90-day deadline in cases in which the IRS believes that such an extension might help the
parties to reach an agreement.

The “earnings stripping” rules of section 163(j), which deny or defer deductions for
certain interest paid to foreign related parties, are strengthened for inverted corporations. With
respect to such corporations, the provision eliminates the debt-equity threshold generally
applicable under section 163(j) and reduces the 50-percent thresholds for “excess interest
expense” and “excess limitation” to 25 percent.

In cases in which a U.S. corporate group acquires subsidiaries or other assets from an
unrelated inverted corporate group, the provisions described above generally do not apply to the
acquiring U.S. corporate group or its related parties (including the newly acquired subsidiaries or
assets) by reason of acquiring the subsidiaries or assets that were connected with the inversion
transaction. The Treasury Secretary is given authority to issue regulations appropriate to carry
out the purposes of this provision and to prevent its abuse.

Partnership transactions

Under the proposal, both types of inversion transactions include certain partnership
transactions. Specifically, both parts of the provision apply to transactions in which a foreign-
incorporated entity acquires substantially all of the properties constituting a trade or business of a
domestic partnership (whether or not publicly traded), if after the acquisition at least 80 percent
(or more than 50 percent but less than 80 percent, as the case may be) of the stock of the entity is
held by former partners of the partnership (by reason of holding their partnership interests), and
the “substantial business activities” test is not met. For purposes of determining whether these
tests are met, all partnerships that are under common control within the meaning of section 482
are treated as one partnership, except as provided otherwise in regulations. In addition, the
modified “toll charge” provisions apply at the partner level.

Effective date

The regime applicable to transactions involving at least 80 percent identity of ownership
applies to inversion transactions completed after March 20, 2002. The rules for inversion
transactions involving greater-than-50-percent identity of ownership apply to inversion
transactions completed after 1996 that meet the 50-percent test and to inversion transactions
completed after 1996 that would have met the 80-percent test but for the March 20, 2002 date.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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(b) Excise tax on stock compensation of insiders in inverted corporations
Present Law

The income taxation of a nonstatutory’'® compensatory stock option is determined under
the rules that apply to property transferred in connection with the performance of services (sec.
83). If a nonstatutory stock option does not have a readily ascertainable fair market value at the
time of grant, which is generally the case unless the option is actively traded on an established
market, no amount is included in the gross income of the recipient with respect to the option until
the recipient exercises the option.?”” Upon exercise of such an option, the excess of the fair
market value of the stock purchased over the option price is included in the recipient’s gross
income as ordinary income in such taxable year.

The tax treatment of other forms of stock-based compensation (e.g., restricted stock and
stock appreciation rights) is also determined under section 83. The excess of the fair market
value over the amount paid (if any) for such property is generally includable in gross income in
the first taxable year in which the rights to the property are transferable or are not subject to
substantial risk of forfeiture.

Shareholders are generally required to recognize gain upon stock inversion transactions.
An inversion transaction is generally not a taxable event for holders of stock options and other
stock-based compensation.
House Bill

No provision.

Senate Amendment

Under the Senate amendment, specified holders of stock options and other stock-based
compensation are subject to an excise tax upon certain inversion transactions. The provision
imposes a 20 percent excise tax on the value of specified stock compensation held (directly or
indirectly) by or for the benefit of a disqualified individual, or a member of such individual’s
family, at any time during the 12-month period beginning six months before the corporation’s
inversion date. Specified stock compensation is treated as held for the benefit of a disqualified
individual if such compensation is held by an entity, e.g., a partnership or trust, in which the
individual, or a member of the individual’s family, has an ownership interest.

21 Nonstatutory stock options refer to stock options other than incentive stock options
and employee stock purchase plans, the taxation of which is determined under sections 421-424.

27 If an individual receives a grant of a nonstatutory option that has a readily
ascertainable fair market value at the time the option is granted, the excess of the fair market
value of the option over the amount paid for the option is included in the recipient’s gross
income as ordinary income in the first taxable year in which the option is either transferable or
not subject to a substantial risk of forfeiture.
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A disqualified individual is any individual who, with respect to a corporation, is, at any
time during the 12-month period beginning on the date which is six months before the inversion
date, subject to the requirements of section 16(a) of the Securities and Exchange Act of 1934
with respect to the corporation, or any member of the corporation’s expanded affiliated group,”’
or would be subject to such requirements if the corporation (or member) were an issuer of equity
securities referred to in section 16(a). Disqualified individuals generally include officers (as
defined by section 16(a)),2” directors, and 10-percent owners of private and publicly-held
corporations.

The excise tax is imposed on a disqualified individual of an inverted corporation only if
gain (if any) is recognized in whole or part by any shareholder by reason of either the 80 percent
or 50 percent identity of stock ownership corporate inversion transactions previously described
in the provision.

Specified stock compensation subject to the excise tax includes any payment”™ (or right
to payment) granted by the inverted corporation (or any member of the corporation’s expanded
affiliated group) to any person in connection with the performance of services by a disqualified
individual for such corporation (or member of the corporation’s expanded affiliated group) if the
value of the payment or right is based on, or determined by reference to, the value or change in
value of stock of such corporation (or any member of the corporation’s expanded affiliated
group). In determining whether such compensation exists and valuing such compensation, all
restrictions, other than norrlapse restrictions, are ignored. Thus, the excise tax applies, and the
value subject to the tax is determined, without regard to whether such specified stock
compensation is subject to a substantial risk of forfeiture or is exercisable at the time of the
inversion transaction. Specified stock compensation includes compensatory stock and restricted
stock grants, compensatory stock options, and other forms of stock-based compensation,
including stock appreciation rights, phantom stock, and phantom stock options. Specified stock
compensation also includes nonqualified deferred compensation that is treated as though it were
invested in stock or stock options of the inverting corporation (or member). For example, the
provision applies to a disqualified individual’s deferred compensation if company stock is one of
the actual or deemed investment options under the nonqualified deferred compensation plan.

218 An expanded affiliated group is an affiliated group (under section 1504) except that
such group is determined without regard to the exceptions for certain corporations and is
determined applying a greater than 50 percent threshold, in lieu of the 80 percent test.

219 An officer is defined as the president, principal financial officer, principal accounting
officer (or, if there is no such accounting officer, the controller), any vice-president in charge of
a principal business unit, division or function (such as sales, administration or finance), any other
officer who performs a policy-making function, or any other person who performs similar
policy-making functions.

220 Under the provision, any transfer of property is treated as a payment and any right to
a transfer of property is treated as a right to a payment.

112



Specified stock compensation includes a compensation arrangement that gives the
disqualified individual an economic stake substantially similar to that of a corporate shareholder.
Thus, the excise tax does not apply where a payment is simply triggered by a target value of the
corporation’s stock or where a payment depends on a performance measure other than the value
of the corporation’s stock. Similarly, the tax does not apply if the amount of the payment is not
directly measured by the value of the stock or an increase in the value of the stock. For example,
an arrangement under which a disqualified individual is paid a cash bonus of $500,000 if the
corporation’s stock increased in value by 25 percent over two years or $1,000,000 if the stock
increased by 33 percent over two years is not specified stock compensation, even though the
amount of the bonus generally is keyed to an increase in the value of the stock. By contrast, an
arrangement under which a disqualified individual is paid a cash bonus equal to $10,000 for
every $1 increase in the share price of the corporation’s stock is subject to the provision because
the direct connection between the compensation amount and the value of the corporation’s stock
gives the disqualified individual an economic stake substantially similar to that of a shareholder.

The excise tax applies to any such specified stock compensation previously granted to a
disqualified individual but cancelled or cashed-out within the six-month period ending with the
inversion transaction, and to any specified stock compensation awarded in the six-month period
beginning with the inversion transaction. As a result, for example, if a corporation were to
cancel outstanding options three months before the transaction and then reissue comparable
options three months after the transaction, the tax applies both to the cancelled options and the
newly granted options. It is intended that the Treasury Secretary issue guidance to avoid double
counting with respect to specified stock compensation that is cancelled and then regranted during
the applicable twelve-month period.

Specified stock compensation subject to the tax does not include a statutory stock option
or any payment or right from a qualified retirement plan or annuity, a tax-sheltered annuity, a
simplified employee pension, or a simple retirement account. In addition, under the provision,
the excise tax does not apply to any stock option that is exercised during the six-month period
before the inversion or to any stock acquired pursuant to such exercise. The excise tax also does
not apply to any specified stock compensation which is sold, exchanged, distributed or cashed-
out during such period in a transaction in which gain or loss is recognized in full.

For specified stock compensation held on the inversion date, the amount of the tax is
determined based on the value of the compensation on such date. The tax imposed on specified
stock compensation cancelled during the six-month period before the inversion date is
determined based on the value of the compensation on the day before such cancellation, while
specified stock compensation granted after the inversion date is valued on the date granted.
Under the provision, the cancellation of a non-lapse restriction is treated as a grant.

The value of the specified stock compensation on which the excise tax is imposed is the
fair value in the case of stock options (including warrants and other similar rights to acquire
stock) and stock appreciation rights and the fair market value for all other forms of
compensation. For purposes of the tax, the fair value of an option (or a warrant or other similar
right to acquire stock) or a stock appreciation right is determined using an appropriate option-
pricing model, as specified or permitted by the Treasury Secretary, that takes into account the
stock price at the valuation date; the exercise price under the option; the remaining term of the
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option; the volatility of the underlying stock and the expected dividends on it; and the risk-free
interest rate over the remaining term of the option. Options that have no intrinsic value (or
“spread”) because the exercise price under the option equals or exceeds the fair market value of
the stock at valuation nevertheless have a fair value and are subject to tax under the provision.
The value of other forms of compensation, such as phantom stock or restricted stock, are the fair
market value of the stock as of the date of the inversion transaction. The value of any deferred
compensation that could be valued by reference to stock is the amount that the disqualified
individual would receive if the plan were to distribute all such deferred compensation in a single
sum on the date of the inversion transaction (or the date of cancellation or grant, if applicable). It
is expected that the Treasury Secretary issue guidance on valuation of specified stock
compensation, including guidance similar to the revenue procedures issued under section 280G,
except that the guidance would not permit the use of a term other than the full remaining term.
Pending the issuance of guidance, it is intended that taxpayers could rely on the revenue
procedures issued under section 280G (except that the full remaining term must be used).

The excise tax also applies to any payment by the inverted corporation or any member of
the expanded affiliated group made to an individual, directly or indirectly, in respect of the tax.
Whether a payment is made in respect of the tax is determined under all of the facts and
circumstances. Any payment made to keep the individual in the same after-tax position that the
individual would have been in had the tax not applied is a payment made in respect of the tax.
This includes direct payments of the tax and payments to reimburse the individual for payment
of the tax. It is expected that the Treasury Secretary issue guidance on determining when a
payment is made in respect of the tax and that such guidance would include certain factors that
give rise to a rebuttable presumption that a payment is made in respect of the tax, including a
rebuttable presumption that if the payment is contingent on the inversion transaction, it is made
in respect to the tax. Any payment made in respect of the tax is includible in the income of the
individual, but is not deductible by the corporation.

To the extent that a disqualified individual is also a covered employee under section
162(m), the $1,000,000 limit on the deduction allowed for employee remuneration for such
employee is reduced by the amount of any payment (including reimbursements) made in respect
of the tax under the provision. As discussed above, this includes direct payments of the tax and
payments to reimburse the individual for payment of the tax.

The payment of the excise tax has no effect on the subsequent tax treatment of any
specified stock compensation. Thus, the payment of the tax has no effect on the individual’s
basis in any specified stock compensation and no effect on the tax treatment for the individual at
the time of exercise of an option or payment of any specified stock compensation, or at the time
of any lapse or forfeiture of such specified stock compensation. The payment of the tax is not
deductible and has no effect on any deduction that might be allowed at the time of any future
exercise or payment.

Under the provision, the Treasury Secretary is authorized to issue regulations as may be
necessary or appropriate to carry out the purposes of the section.
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Effective date —The provision is effective as of July 11, 2002, except that periods before
July 11, 2002, are not taken into account in applying the tax to specified stock compensation held
or cancelled during the six-month period before the inversion date.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
(¢) Reinsurance of United States risks in foreign jurisdictions
Present Law

In the case of a reinsurance agreement between two or more related persons, present law
provides the Treasury Secretary with authority to allocate among the parties or recharacterize
income (whether investment income, premium or otherwise), deductions, assets, reserves, credits
and any other items related to the reinsurance agreement, or make any other adjustment, in order
to reflect the proper source and character of the items for each party. #! For this purpose, related
persons are defined as in section 482. Thus, persons are related if they are organizations, trades
or businesses (whether or not incorporated, whether or not organized in the United States, and
whether or not affiliated) that are owned or controlled directly or indirectly by the same interests.
The provision may apply to a contract even if one of the related parties is not a domestic
company.”” In addition, the provision also permits such allocation, recharacterization, or other
adjustments in a case in which one of the parties to a reinsurance agreement is, with respect to
any contract covered by the agreement, in effect an agent of another party to the agreement, or a
conduit between related persons.

House Bill
No provision.

Senate Amendment

The Senate amendment clarifies the rules of section 845, relating to authority for the
Treasury Secretary to allocate items among the parties to a reinsurance agreement, recharacterize
items, or make any other adjustment, in order to reflect the proper source and character of the
items for each party. The proposal authorizes such allocation, recharacterization, or other
adjustment, in order to reflect the proper source, character or amount of the item. It is intended
that this authority™ be exercised in a manner similar to the authority under section 482 for the
Treasury Secretary to make adjustments between related parties. It is intended that this authority

21 Sec. 845(a).

2 See S. Rep. No. 97-494, "Tax Equity and Fiscal Responsibility Act of 1982," July 12,
1982, 337 (describing provisions relating to the repeal of modified coinsurance provisions).

3 The authority to allocate, recharacterize or make other adjustments was granted in
connection with the repeal of provisions relating to modified coinsurance transactions.
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be applied in situations in which the related persons (or agents or conduits) are engaged in cross-
border transactions that require allocation, recharacterization, or other adjustments in order to
reflect the proper source, character or amount of the item or items. No inference is intended that
present law does not provide this authority with respect to reinsurance agreements.

No regulations have been issued under section 845(a). It is expected that the Treasury
Secretary will issue regulations under section 845(a) to address effectively the allocation of
income (whether investment income, premium or otherwise) and other items, the
recharacterization of such items, or any other adjustment necessary to reflect the proper amount,
source or character of the item.

Effective date.—The provision is effective for any risk reinsured after April 11, 2002.

Conference Agsreement

The conference agreement does not include the Senate amendment provision.

3. Doubling of certain penalties, fines, and interest on underpayments related to certain
offshore financial arrangements (sec. 344 of the Senate amendment)

Present Law

In general

The Code contains numerous civil penalties, such as the delinquency, accuracy-related
and fraud penalties. These civil penalties are in addition to any interest that may be due as a
result of an underpayment of tax. If all or any part of a tax is not paid when due, the Code
imposes interest on the underpayment, which is assessed and collected in the same manner as the
underlying tax and is subject to the same statute of limitations.

Delinquency penalties

Failure to file.—Under present law, a taxpayer who fails to file a tax return on a timely
basis is generally subject to a penalty equal to 5 percent of the net amount of tax due for each
month that the return is not filed, up to a maximum of five months or 25 percent. An exception
from the penalty applies if the failure is due to reasonable cause. The net amount of tax due is
the excess of the amount of the tax required to be shown on the return over the amount of any tax
paid on or before the due date prescribed for the payment of tax.

Failure to pay.—Taxpayers who fail to pay their taxes are subject to a penalty of 0.5
percent per month on the unpaid amount, up to a maximum of 25 percent. If a penalty for
failure to file and a penalty for failure to pay tax shown on a return both apply for the same
month, the amount of the penalty for failure to file for such month is reduced by the amount of
the penalty for failure to pay tax shown on a return. If a return is filed more than 60 days after its
due date, then the penalty for failure to file tax shown on a return may not reduce the penalty for
failure to pay below the lesser of $100 or 100 percent of the amount required to be shown on the
return. For any month in which an installment payment agreement with the IRS is in effect, the
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rate of the penalty is half the usual rate (0.25 percent instead of 0.5 percent), provided that the
taxpayer filed the tax return in a timely manner (including extensions).

Failure to make timely deposits of tax.—The penalty for the failure to make timely
deposits of tax consists of a four-tiered structure in which the amount of the penalty varies with
the length of time within which the taxpayer corrects the failure. A depositor is subject to a
penalty equal to 2 percent of the amount of the underpayment if the failure is corrected on or
before the date that is five days after the prescribed due date. A depositor is subject to a penalty
equal to 5 percent of the amount of the underpayment if the failure is corrected after the date that
is five days after the prescribed due date but on or before the date that is 15 days after the
prescribed due date. A depositor is subject to a penalty equal to 10 percent of the amount of the
underpayment if the failure is corrected after the date that is 15 days after the due date but on or
before the date that is 10 days after the date of the first delinquency notice to the taxpayer (under
sec. 6303). Finally, a depositor is subject to a penalty equal to 15 percent of the amount of the
underpayment if the failure is not corrected on or before the date that is 10 days after the date of
the day on which notice and demand for immediate payment of tax is given in cases of jeopardy.

An exception from the penalty applies if the failure is due to reasonable cause. In
addition, the Secretary may waive the penalty for an inadvertent failure to deposit any tax by
specified first-time depositors.

Accuracy-related penalties

The accuracy-related penalty is imposed at a rate of 20 percent of the portion of any
underpayment that is attributable, in relevant, to (1) negligence, (2) any substantial
understatement of income tax and (3) any substantial valuation misstatement. In addition, the
penalty is doubled for certain gross valuation misstatements. These consolidated penalties are
also coordinated with the fraud penalty. This statutory structure operates to eliminate any
stacking of the penalties.

No penalty is to be imposed if it is shown that there was reasonable cause for an
underpayment and the taxpayer acted in good faith. However, Treasury has issued proposed
regulations that limit the defenses available to the imposition of an accuracy-related penalty in
connection with a reportable transaction when the transaction is not disclosed.

Negligence or disregard for the rules or regulations.—If an underpayment of tax is
attributable to negligence, the negligence penalty applies only to the portion of the underpayment
that is attributable to negligence. Negligence any failure to make a reasonable attempt to comply
with the provisions of the Code. Disregard includes any careless, reckless or intentional
disregard of the rules or regulations.

Substantial understatement of income tax—Generally, an understatement is substantial if
the understatement exceeds the greater of (1) 10 percent of the tax required to be shown on the
return for the tax year or (2) $5,000. In determining whether a substantial understatement exists,
the amount of the understatement is reduced by any portion attributable to an item if (1) the
treatment of the item on the return is or was supported by substantial authority, or (2) facts
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